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 SUMMARY 
SARS has issued a draft interpretation note dealing with the deductibility of 
expenditure and losses arising from embezzlement and theft by employees 
noting that it is not prepared to accept, as a general proposition, that 
embezzlement and theft by senior managers have become a risk which is 
inseparable from business. There is however another view that is in direct 
contradiction with SARS.  
 
An analysis of global fraud surveys reveal that senior employee fraud is on the 
increase. In South Africa, criminal cases against senior employees in the 
private and public sector indicate that their behaviour can lead to an 
expectation of theft, fraud or embezzlement at that level of employees. 
 
The tests developed by the courts for the deduction of expenditure or losses in 
terms of the general deduction formula require that such expenditure or loss be 
attached to the performance of a business operation bona fide performed for 
the purpose of earning income and will be deductible whether such 
expenditure or losses are necessary for its performance or attached to it by 
chance. It is submitted that the increase in fraud and behaviour of senior 
employees noted in the criminal courts have resulted in a change in the 
economic environment supporting the contention that theft, fraud or 
embezzlement are an inherent risk to business in South Africa. In addition, 
global precedence supports the view that senior employee defalcations are 
deductible but only to the extent that the perpetrator is not in a proprietor or 
shareholder role.  
 
SARS therefore appears to be turning a blind eye to the risk of theft, fraud or 
embezzlement by senior employees but there is sufficient evidence to support 
a taxpayer wishing to claim a deduction for such loss.  
 
In light of international precedence, National Treasury should enact legislation 
allowing a deduction or alternatively, SARS should align its view with such 
precedence. 
 
Key words 
Theft; fraud; embezzlement; inherent risk 
-xi- 
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CHAPTER 1 
 
1. Introduction 
An article by Deneys Reitz1 suggests that theft, fraud or embezzlement by 
employees can now be considered as an inherent risk to business in South 
Africa. The article noted:  
 
“A perhaps cynical thought occurs: if white collar crime is indeed becoming as 
endemic as we sometimes suspect when we read or watch the news media, 
we might be reaching the stage where fraud, theft and embezzlement are 
considered so common as to be inherent to business in this country and 
therefore always deductible.” 
 
The South African Revenue Service (SARS) issued a draft interpretation note2 
for public comment in May 2013 dealing with embezzlement or theft of money, 
the purpose of which is to provide guidance on:  
  
o “the deductibility of expenditure and losses incurred in a taxpayer’s trade 
as a result of the embezzlement or theft of money, including expenditure 
incurred on legal and forensic services to investigate such losses; and  
o the taxation of stolen money in the hands of the thief.“ 
 
Regarding the first point above, SARS notes3 that:  
 
“There is a view that times have changed since the Lockie Bros case and that 
embezzlement and theft by senior managers may have become a risk which is 
inseparable from business. SARS is, however, not prepared to accept this 
view as a general proposition. Each case must be considered on its merits 
having regard to its particular facts. Taxpayers incurring expenditure and 
losses at the hands of senior managers will need to be able to provide 
evidence that in their type of business the risk of senior managers embezzling 
or stealing is an incidental risk of the business.” Emphasis added. 
 
                                                 
1 Integritax - Income 680, Theft and fraud (1999) – http://www.saica.co.za/integritax 
/1999/680_Theft_and_fraud.htm - accessed 4 August 2013. 
2 Draft Interpretation Note – Deductibility of Expenditure and Losses Arising from 
Embezzlement or Theft of Money - http://www.sars.gov.za/Legal/Preparation-of-
Legislation/Pages/Draft-Documents-for-Public-Comment.aspx - accessed 31 August 2013. 
3 Ibid at 7. 
2 
 
As a result of these conflicting views, and also the tax practice to date that 
generally theft, fraud or embezzlement committed by middle or lower level 
employees are a deductible loss whilst those committed by senior level 
employees are not4, the following questions arise:  
 
a) Is SARS turning a blind eye to the risk of theft, fraud or embezzlement 
by senior employees (as evidenced by their statement that they are not 
prepared to accept as a general proposition the view that ‘theft by senior 
managers may have become a risk which is inseparable from 
business’)? 
 
b) How might a taxpayer provide evidence that theft, fraud or 
embezzlement perpetrated by senior employees is an inherent risk of 
their type of business?  
 
This treatise will commence with an analysis of international fraud surveys, 
which includes South Africa, as a basis for establishing whether or not SARS is 
turning a blind eye to the inherent risk in business of theft, fraud or 
embezzlement by senior employees. To provide further insight into this 
question, the treatise will consider reported criminal court cases and media 
publications in South Africa involving senior employees in the private sector as 
well as in the public sector to determine if their behaviour supports the view 
that the risk in them committing any form of theft, fraud or embezzlement is not 
inseparable from business.  
 
The treatise will then proceed to consider how a taxpayer might provide 
evidence that senior employee theft, fraud or embezzlement is an incidental 
risk to their type of business. This will be done by considering applicable South 
African income tax cases to identify the distinguishing facts of the court 
decisions as well as consider if the ratio decidendi of the decisions against the 
taxpayer that incurred the loss still remain valid to support the view that ‘as a 
general proposition’ theft, fraud or embezzlement committed by senior 
employees cannot be claimed as a deduction for income tax under the general 
                                                 
4 ITC 952 (1961) 24 SATC 547at SATC 551-2 and D Kruger & W Scholtz, Broomberg on Tax 
Strategy, Fourth Edition at 224. 
3 
 
deduction formula. In addition, a review of international precedence will be 
undertaken to determine if SARS’ view is aligned to that of some of its global 
counterparts. 
 
This treatise will be limited to the tax implications in the hands of the taxpayer 
incurring the loss as a result of senior employee theft, fraud or embezzlement 
and will not consider any tax implications of the perpetrator.  
 
The research will be qualitative in nature entailing legal interpretive studies and 
will be literature based. As such the following sources will be utilised: 
 
 Income Tax Act No. 58 of 1962 
 Case law 
 Articles in journals 
 Websites 
 International precedence 
 Articles in the news 
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CHAPTER 2 
 
2. Analysis of global fraud surveys 
In order to objectively consider whether SARS is turning a blind eye to the risk 
of theft, fraud or embezzlement perpetrated by senior employees, one would 
need to consider the statistics of such activities in the market. As no fraud 
surveys with exclusively South African respondents appears to be publicly 
available, an analysis was undertaken of global fraud surveys in the private 
and public sectors, most of which included South African respondents as well. 
 
2.1 Fraud in the private sector 
“Fraud isn’t always a non-violent crime – in 1977 the world was rocked by the 
sinking of the ship ‘Lucona’ in the Pacific ocean after an explosion, with six 
people losing their lives. The ship’s owner claimed 20 million US dollars from 
his insurance policy, asserting that the ship was loaded with expensive 
uranium tilling machines. In reality the cargo was worthless; a fact which only 
came to light after attempts at obstruction by several politicians who were 
close friends of the owner. The Austrian Minister of Defence, a shareholder in 
the firm involved, committed suicide after it came to light that he had given 
permission to deliver explosives to sabotage the ship. 
 
Fraud has continued making headlines into the 21st century, with recent 
examples in the nineties being scarcely less explosive than the sinking of the 
‘Lucona’, yet many executives still believe that ‘fraud can’t happen in my 
company’. But fraud does happen,…”5 
 
This is the harsh reality of the world in which business operates. Looking more 
specifically at losses incurred by a taxpayer as a result of employee theft, fraud 
or embezzlement, it is a phenomenon not unique to South Africa. It happens all 
across the globe and the impact is felt by large multinationals down to small 
business enterprises. Figure 1 below illustrates the results of a fraud reporting 
survey6 (although focusing on cybercrime, the survey related to all types of 
                                                 
5 PwC, Protect your shipment (2005) at 5  - http://www.pwc.com/gx/en/transportation-
logistics/protect-your-shipment-supporting-transportation-logistics-companies-managing-fraud-
risks.jhtml - accessed 17 September 2013. 
6 PwC, Cybercrime – protecting against the growing threat (2011) at 17  - http://www.pwc.com/ 
enGX/gx/economic-crime-survey/assets/GECS GLOBAL REPORT.pdf - accessed 17 
September 2013. 
5 
 
fraud) conducted by global accounting firm PricewaterhouseCoopers (PwC) in 
2011 as well as comparing the results to a similar survey conducted in 2009.  
PwC comments as follows on page 16:  
 
“34% of the 3,877 respondents from around the world said they had 
experienced economic crime in the last 12 months, a 13% rise since our last 
survey in 2009.” 
 
Figure 1: Reported fraud by territory 
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Therefore fraud is a global pandemic which is growing every year and appears 
to be entrenched in the business world even more so as time goes by.  
 
Globally, the picture shows that both developed and growing economies are 
among those experiencing either high or low levels of reported fraud. 
 
Surprisingly, some growing markets, at the time of the survey, like Indonesia, 
India, Romania and Greece reported low levels of fraud. PwC notes that this 
might be because these countries’ fraud detection methods are ineffective 
and/or their respondents are reluctant to report fraud. 
 
Interestingly, South Africa has ranked first and second in this list of global 
respondents for 2009 and 2011 respectively.  In a separate survey7 focusing 
specifically on Southern Africa, the following statistics were revealed:  
 
Figure 2: Southern Africa: fraud cases comparison 
 
 
 
 
As can be seen, compared to its Southern African counterparts, South African 
respondents have reported a significantly higher number of frauds in their 
organisations. The reason for such a large percentage of fraud in South Africa 
could possibly be as a result of better identification mechanisms and/or the 
                                                 
7 KPMG, 3rd KPMG Africa Fraud Barometer (2013) at 8 - http://www.kpmg.com/Africa 
/en/IssuesAndInsights/Articles-Publications/Documents/3rd%20KPMG%20Africa%20Fraud 
%20Barometer%20-%20January%202013.pdf - accessed 19 September 2013. 
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number of businesses operating within the country as compared to the other 
two Southern African countries. South Africa is considered to be the economic 
powerhouse of Africa8 with more business activity and therefore more 
opportunities for fraud. 
 
Looking at Africa as a whole, KPMG9 note that the occurrence of reported 
fraud and corruption related cases across Africa has decreased from 503 in the 
period 1 January 2012 to 30 June 2012 to 348 cases in the period 1 July 2012 
to 31 December 2012. Being the third consecutive period where a decrease in 
reported fraud and corruption related cases can be identified, the question 
arises as to whether we are winning the battle against fraud and corruption in 
Africa? Or is it that fewer fraud cases are being reported with higher monetary 
values? The value of the cases reported during the period 1 July 2012 to 31 
December 2012 is $3.2 billion more than the previous period. The report notes 
further that10:  
 
“Both the 3rd KPMG Africa Fraud Barometer and the Transparency 
International [Corruption] Perception Index [TI CPI] shows that fraud is still a 
major concern in Africa. Only 13 African countries out of 174 are in the top 
50% of the TI CPI. However, every country in Africa, bar five, improved their 
[TI] CPI scores from 2011 to 2012. The biggest concern however, is the 
substantial increase in the value of fraud being perpetrated. This serves to 
increase the perception of corruption on the part of those seeking to enter the 
African markets.” 
 
Combating fraud in Africa will be a long and strenuous battle - one which will 
only be won by culture changes and increased diligence by all parties 
involved.” 
 
                                                 
8 Eric Miyeni, What Economic Powerhouse (2013) - http://www.afropolitan.co.za/ 
articles/Features-Columns/what-economic-powerhouse - accessed 11 November 2013. 
9 KPMG, 3rd KPMG Africa Fraud Barometer (2013) at 1 - http://www.kpmg.com/Africa 
/en/IssuesAndInsights/Articles-Publications/Documents/3rd%20KPMG%20Africa%20Fraud 
%20Barometer%20-%20January%202013.pdf - accessed 19 September 2013. 
10 Ibid. 
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Considering the size of organisations impacted by fraud, PwC11 noted the 
results per Figure 3 below: 
 
Figure 3: Reported frauds based on the size of the organisation 
 
 
There seems to be an important correlation between the size of an 
organisation, measured by the number of employees and the occurrence of 
fraud. It is submitted that this would be as a result greater dissolution of control 
by owners and/or directors due to the size of such organisations. However, 
PwC also note12 that fraud committed against smaller and medium 
organisations is on the rise as well. 
 
 
2.2 Who are the perpetrators in the private sector? 
These acts are perpetrated by employees that range from junior levels all the 
way up to the ranks of senior directors and/or owners. As a consequence, it is 
thus submitted that fraud is not limited to a particular level of employee, but 
rather it is considered to be related to the morals and ethics, or lack thereof, of 
the particular perpetrator. In understanding who the perpetrators are, findings 
from the PwC survey revealed the following profile of internal fraudsters13: 
 
 
                                                 
11 PwC, Cybercrime – protecting against the growing threat (2011) at 19 - http://www.pwc.com/ 
enGX/gx/economic-crime-survey/assets/GECS GLOBAL REPORT.pdf – accessed 17 
September 2013.  
12 Ibid at 19. 
13 Ibid at 22. 
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Figure 4: Profile of internal fraudsters 
 
 
As noted above, fraud caused by junior staff or middle management has 
decreased from 2009 to 2011. However, senior executives involved in fraud 
have increased by 22% for this same period.  
 
Looking specifically at the financial services sector, PwC14 note that there has 
been a 50% increase in senior management fraud in these organisations (12% 
in 2009 to 18% in 2011). The suggestion is that the ‘tone at the top’ and overall 
senior management attitude to fighting fraud is worsening which thus presents 
an increasing challenge for non-executive board members.  
 
Another survey15 relating only to Australia and New Zealand revealed the 
profile of internal and external fraudsters per Figure 5 below. In addition, the 
survey noted that data from 2012 revealed the damage to corporates is 
exponentially greater when senior management is involved. The survey noted 
further that management at non-financial sector organisations (such as, 
corporates, charities and partnerships) was responsible for 1 percent of fraud 
instances but for 18 percent of the total loss by value. 
 
 
 
 
                                                 
14 PwC, Fighting economic crime in the financial services sector (2012) at 8  -
http://www.pwc.com/en_GX/gx/economic-crime-survey/pdf/fighting-economic-crime-in-the-
financial-services-sector.pdf - accessed 17 September 2013. 
15 KPMG, A survey of fraud, bribery and corruption in Australia & New Zealand (2012) at 9 - 
http://www.kpmg.com/AU/en/IssuesAndInsights/ArticlesPublications/Fraud-Survey/Documents 
/fraud-bribery-corruption-survey-2012v2.pdf - accessed 19 September 2013. 
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Figure 5: Major frauds by perpetrator type (% of incidents) 
 
 
 
 
 
Two independent surveys (Figures 4 and 5) covering almost identical time 
periods have noted an increase in the level of fraud being committed by senior 
employees which therefore provides evidence that fraud cannot only be 
expected from lower level employees, but is also an inherent risk with senior 
employees. 
 
2.3 Fraud in the public sector 
In addition, although not a taxpayer, the pandemic of employee theft, fraud or 
embezzlement is also rife in the public sector of which South Africa is 
considered to be included with the countries in which it is more prevalent.16 If 
theft, fraud or embezzlement could be summed up in one word for the public 
sector environment, it is submitted that that word will be ‘corruption’. The 
reason for the difference to the private sector is because generally public 
sector officials are more prone to corrupt practices due to their constant 
interaction with the public who seek personal benefit. 
 
PwC has also performed a survey of fraud in government which was 
completed by 184 respondents from the public sector in 36 countries. Of the 
total number of respondents, 36% were senior executives of their respective 
                                                 
16 Transparency International, 2013 Global Corruption Barometer at 37 - http://www. 
transparency.org/gcb2013/report - accessed 2 November 2013. 
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organisations and some of the findings noted17 that 2011 reflected an increase 
in the number of frauds against the public purse. The public sector 
respondents reported an increase of 37% in fraud from 2009, which was above 
the average of 34% across all industries globally. 
 
The following is the list of participating countries of the 184 respondents 
partaking in the survey18 with South Africa having the fifth highest number of 
respondents implying that the results have a good representation of fraud in 
our public sector institutions. 
 
Figure 6: Participating territory counts for public sector respondents 
 
 
 
 
 
                                                                  
 
 
 
 
                                                 
17 PwC, Fighting fraud in government (2012) at 3 - http://www.pwc.co.uk/en_UK/gx/ 
psrc/pdf/fighting-fraud-in-government.pdf accessed 17 September 2013. 
18 Ibid at 15. 
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2.4 Who are the perpetrators in the public sector? 
Similar to the private sector, these acts are perpetrated by junior level 
employees up to senior officials. Findings from a PwC survey19 conducted 
between July and November 2009 revealed the following profile of internal 
fraudsters. 
Figure 7: Profile of internal fraudsters 
 
 
 
 
 
Senior management involvement in fraud in the public sector is significantly 
more than that compared to the private sector.  PwC notes as follows on page 
10 of the survey:  
 
“The number of economic crimes committed by middle management has risen 
sharply from 26% in 2007 to 42% in 2009 across all sectors. In contrast, within 
government / state-owned enterprises, the number of crimes committed by 
middle management has remained steady at 24%. In the public sector, junior 
management are most likely to commit fraud (49%) but a significant number of 
crimes were committed by senior management; more in the public sector 
(24%) than in other industries (14%).” Emphasis added. 
 
 
 
 
                                                 
19 PwC, Fraud in the public sector (2010) at 10 - http://www.pwc.com/en_GX/gx/psrc/pdf 
/fraud_in_the_public_sector.pdf - accessed 17 September 2013. 
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2.5 Which sectors are experiencing high levels of fraud? 
It appears that no sector is immune to fraud but there are certain sectors that 
experience more than others. PwC list the communications and insurance 
sectors as having the most number of reported fraud cases in their cybercrime 
survey20. A list of fraud cases reported per sector is illustrated below. 
 
Figure 8: Fraud reported by industries 
 
 
 
 
                                                 
20 PwC, Cybercrime – protecting against the growing threat (2011) at 18 - http://www.pwc.com 
/enGX/gx/economic-crime-survey/assets/GECS GLOBAL REPORT.pdf - accessed 17 
September 2013. 
14 
 
Looking at a more summarised view in 2009, PwC21 had noted that 
government had the most amount of reported fraud, followed closely by listed 
companies. The illustration below reflects the findings.  
 
Figure 9: Percentage of organisations reporting fraud in the past 12 months 
 
 
 
 
 
 
 
 
 
2.6  What are the reasons employees commit fraud? 
There could be various reasons for employees engaging in such activity which 
can range from basic need to downright greed. Criminologist, Dr. Donald 
Cressey has developed the Fraud Triangle which describes the confluence of 
three conditions when fraud occurs: incentive or pressure, opportunity, and 
ability to rationalise. Perpetrators of fraud feel an incentive or pressure to 
engage in the misconduct and identify an opportunity to commit the fraud. The 
last corner of the triangle is the perpetrators’ ability to rationalize or justify their 
actions22.  The triangle is depicted below. 
 
 
 
 
 
                                                 
21 PwC, Fraud in the public sector (2010) at 6 - http://www.pwc.com/en_GX/gx/psrc/pdf/ 
fraud_in_the_public_sector.pdf - accessed 17 September 2013. 
22 PwC, Economic crime in a downturn – US supplement - the 5th Global Economic Survey 
(2009) at 4 - http://www.pwc.com/us/en/forensic-services/publications/assets/2009-global-
economic-survey-us-supplement.pdf accessed 17 September 2013. 
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Figure 10: The fraud triangle 
 
 
 
The factors that contribute to increased pressures for each of the corners of 
the triangle that are documented in the survey23 are noted below. 
 
 
Figure 11: Factors contributing to increased pressures, opportunities, and  
       rationalisations 
 
 
 
                                                 
23 PwC, Economic crime in a downturn – US supplement - the 5th Global Economic Survey 
(2009) at 5 - http://www.pwc.com/us/en/forensic-services/publications/assets/2009-global-
economic-survey-us-supplement.pdf accessed 17 September 2013. 
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In a separate survey conducted by KPMG24 focusing only on Australia and 
New Zealand, the reasons provided for perpetrators committing their crimes 
are depicted in Figure 12 below. 
 
Figure 12: Motivation to commit fraud 2004 - 2012 
 
 
                                                 
24 KPMG, A survey of fraud, bribery and corruption in Australia & New Zealand (2012) at 12 - 
http://www.kpmg.com/AU/en/IssuesAndInsights/ArticlesPublications/Fraud-Survey/Documents 
/fraud-bribery-corruption-survey-2012v2.pdf - accessed 19 September 2013. 
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The three major contributors for committing fraud are gambling, financial 
pressure and greed. It is submitted that these contributors cannot distinguish 
between senior employees and lower level employees and therefore affects 
both categories equally, therefore being an inherent risk to a taxpayer engaged 
in business activities. So long as incentive, opportunity and rationalisation 
exists within the business world, there will always be fraud being committed 
and at all levels within the organisation. 
 
2.7 What are the types of fraud being committed?  
There are a host of different types of fraud committed, but the top three 
common ones relate to misappropriation of assets, improper expenditures and 
procurement fraud. Such fraud would usually be as a result of ineffective 
internal controls within key financial processes as well as collusion between 
employees and third parties. This was the key finding by Deloitte in their 
inaugural Internal Audit Fraud Survey25 conducted during May and June 2010 
whose respondents included both private and public sectors. The full summary 
of the different types of economic fraud that have been reported are listed in 
the figure below:   
 
Figure 13: What types of fraud has Internal Audit been made aware of 
 
                                                 
25 Deloitte, The inside story – The changing role of Internal Audit in dealing with financial fraud 
(2010) at 7 -  http://www.deloitte.com/assets/DcomUnitedKingdom/Local%20Assets/ 
Documents/Services/CF/UK_CF_DeloitteInternalAuditFraudSurvey2010.pdf - accessed 18 
September 2013. 
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As can be seen in Figures 1 and 2, employee defalcations in South Africa 
remain high when compared to its global counterparts. Figures 4 and 5 show 
that the number of senior manager defalcations, on a global scale, have been 
growing steadily over the years. With such statistics being available, it is 
difficult to accept SARS’ view26 that theft, fraud or embezzlement by senior 
employees are not to be accepted as ‘a risk which is inseparable from 
business’. To further objectively consider if SARS view is correct, the next 
chapter will look at criminal cases in South Africa that deal with the behaviour 
of senior employees in the private and public sectors whom have abused their 
positions of trust.  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
                                                 
26 Draft Interpretation Note – Deductibility of Expenditure and Losses Arising from 
Embezzlement or Theft of Money at  7 - http://www.sars.gov.za/Legal/Preparation-of-
Legislation/Pages/Draft-Documents-for-Public-Comment.aspx - accessed 31 August 2013.  
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CHAPTER 3 
 
3.1 Reported criminal court decisions and media publications in South 
Africa involving senior employees  
Following the findings in chapter 2 that senior employee defalcations are on 
the rise in terms of a global perspective, this chapter will look at what criminal 
cases have come before the South African courts as well as media 
publications in recent times which may provide useful guidance in determining 
the behaviour of senior management in today’s business world and whether 
SARS is turning a blind eye to this behaviour by continuing to rely on the 
findings in the Lockie Bros. case, namely that embezzlement by senior 
employees is not an operation undertaken for the purposes of the business 
and therefore any resultant losses are generally not in the production of 
income of the taxpayer27. Both private sector and public sector cases are 
considered below. 
 
3.1.1  Reported criminal court decisions in the private sector 
 
 Gardener v The State (253/07) [2011] ZASCA 24 (18 March 2011) 
The appellants, Mr. Gardener and Mr. Mitchell, were at material times joint 
chief executive officers of LeisureNet Limited, a listed company, and directors 
of an offshore subsidiary, LeisureNet International Limited. This offshore 
subsidiary had a 50% shareholding in Healthland Germany Limited of which 
the appellants were also directors. The balance of the shareholding in 
Healthland Germany Limited was held by a Jersey company, Dalmore Limited.  
 
In May 1999 LeisureNet International Limited purchased Dalmore Limited’s 
interest in Healthland Germany Limited for 10 million deutschmarks. The 
appellants each held a 20 per cent interest in the business of Dalmore Limited 
in Germany and consequently received a proportionate share of the purchase 
price (2 million deutschmarks each). The price was raised and paid by 
LeisureNet Limited. The appellants had not disclosed their interest in Dalmore 
Limited to LeisureNet Limited or LeisureNet International Limited before or at 
                                                 
27 Draft Interpretation Note – Deductibility of Expenditure and Losses Arising from 
Embezzlement or Theft of Money at 7 - http://www.sars.gov.za/Legal/Preparation-of-
Legislation/Pages/Draft-Documents-for-Public-Comment.aspx - accessed 31 August 2013. 
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the time of the sale and did not do so subsequently. That fact only came to 
light in the course of an enquiry into the affairs of LeisureNet Limited 
subsequent to its liquidation in 2001.  
 
The group, which owned the Health & Racquet Club chain of gyms, was 
liquidated when it had liabilities of R1,2 billion and assets of only R302 million. 
Uijs JA of the Cape High Court did not believe that this was an indication of 
recklessness on the part of appellants, adding that it had been a full board of 
directors and not just Gardener and Mitchell, who were conducting the 
business28. 
 
The appellants were charged with (inter alia) fraud in failing to disclose their 
interest in Dalmore Limited to the board of LeisureNet Limited and were duly 
convicted and sentenced to imprisonment in the Cape High Court. 
 
On appeal from that Court, the appellants had acknowledged from the outset of 
the trial that they had at all material times been under a duty to disclose their 
interests in Dalmore Limited to the LeisureNet Limited board and, in failing to 
do so, had breached that duty.  
 
They also conceded that their conduct had made them guilty of contravening 
section 234(1) of the Companies Act 61 of 1973, with which offence they had 
been charged in the alternative. That concession was limited to an admission 
of negligence in failing to make the disclosure. 
 
In finding against the appellants on appeal, Heher JA had stated29: 
 
“For the reasons which I have set out I am satisfied that the learned judge was 
correct in finding that the probabilities in support of a deliberate withholding of 
the existence and nature of the appellants’ interest in Dalmore were 
overwhelming. It would in my view be naive in the extreme to believe that the 
benefits to the appellants themselves and, therefore, the need to disclose, 
                                                 
28 Thomas McLachlan, Ex-chief executives of LeisureNet found guilty of fraud to the tune of 
R12 million (2007) - http://www.sowetanlive.co.za/sowetan/archive/2007/02/14/ex-chief-
executives-of-leisurenet-found-guilty-of-fraud-to-the-tune-of-r12-million - accessed 19 October 
2013. 
29 Gardener v The State (253/07) [2011] ZASCA 24 at 55. 
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were relegated or subordinated in their minds by the close attention paid to 
consummating and carrying through the sale to International. The State 
according proved beyond a reasonable doubt an intention to deceive the board 
of LeisureNet.” 
 
Heher JA had thus found that the nature of the crime resulted in a serious 
abuse of trust to the company and it was a secret profit made in breach of the 
appellants fiduciary duty to disclose or to require them to forfeit their interests 
in the joint venture to LeisureNet Limited.  
 
Heher JA also provided sound guidance regarding the consequence of 
unjustified non-disclosure of information by directors as follows30:  
 
“However, in considering the intention to cause prejudice, it seems 
unnecessary to be more specific as to the nature of that prejudice. When 
company directors deliberately withhold information material to the affairs of 
their company from the board of directors, there is, in the absence of an 
explanation for such conduct which may reasonably be true, an ‘a priori’ case 
of fraudulent non-disclosure. That is so because they know that the company 
can only make decisions through a board properly informed and that by 
withholding proper information they render it both blind and mute…” 
Emphasis added. 
 
 
In reducing the sentence of the High Court, Heher HA notes31 that Gardener 
had engaged in other nefarious activities while a director of LeisureNet, viz 
VAT fraud and insider trading. He had however been sentenced to correctional 
supervision and served his sentence. 
 
Out of interest, this case came to light by a whistle blower, the former 
international treasurer of LeisureNet Limited, who was unfortunately claimed to 
be left in abject poverty following her testimony in court. In addition, the 
appellants were released from prison in December 2012 after serving roughly 
nineteen months of their seven year jail sentence32. 
 
                                                 
30 Gardener v The State (253/07) [2011] ZASCA 24 at 58. 
31 Ibid at 76. 
32 Caryn Dolley, LeisureNet whistleblower speaks out (2013) -  http://www.iol.co.za/ 
news/crime-courts/leisurenet-whistleblower-speaks-out-1.1460904- accessed 19 October2013. 
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 Levenstein v The State (890/12) [2013] ZASCA 147 (1 October 2013) 
This case was an appeal from the South Gauteng High Court with Pandya AJ 
presiding. The appellant, Jeffery Israel Levenstein, CEO of Regal Treasury 
Private Bank Limited (Regal) was found guilty on all six counts of fraud and two 
contraventions of the Companies Act 61 of 1973 and was granted leave to 
appeal. 
 
The background behind each of the charges from that Court are summarised 
below: 
o Charge 1 
The appellant had adopted an inappropriate accounting valuation model 
based on potential rather than real income thereby wishing to bring 
"branding income" of R55 million to account as opposed to R5,5 million 
when using a more suitable valuation method. 
 
o Charge 2 
Acquiring for himself a R2 million bonus and not disclosing such to the 
auditors in the ‘Directors’ Remuneration Notification’ that company directors 
are required to complete. 
 
o Charge 3 
The appellant had devised a scheme by converting a property into a 
financial instrument and essentially recording income of R36 million when in 
fact no income should have been recognised.  
 
o Charge 4 
Misrepresentation of fact affecting the audit of Regal’s 2001 financial 
statements when an investor in the holding company, Regal Treasury Bank 
Holdings Limited (Holdings), had sold its 15% share therein to Regal for 
R60,2 million who in turn falsified this to the auditors to be a receivable 
‘overnight loan’ (viz a loan with no agreed terms as to its repayment). 
 
o Charge 5 
Fraudulently representing to the auditors as well as the audit committee 
that a Shareholders Trust established by Regal had sold eight million 
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Holdings shares to a company known as Mettle Ltd or one of its 
subsidiaries at R5,50 a share, (a total consideration of R44 million), 
whereas he knew that the shares had not been sold as part of the normal 
operations of the trust and was not a true indication of market value and 
was not an unconditional arm’s length sale. 
 
o Charge 6 
Fraudulently representing to the boards of Regal or Holdings that an 
agreement for the cross use of intellectual property would be cash neutral 
whereas Regal made a loan of R5 million to the contracting party in terms 
of the transaction. 
 
o Charge 7 
Contravening section 38(1) of the Companies Act, 1973 which prohibited a 
company giving financial assistance for the purpose of a purchase of any of 
its shares or shares of its holding company.  
 
o Charge 8 
The final charge was brought under section 424 of the Companies Act, 
1973 which provided that any person who knowingly was a party to the 
business of a company being carried on recklessly or for any fraudulent 
purpose shall be personally responsible for liabilities and debts of the 
company. 
 
The Supreme Court of Appeal however, with Leach JA delivering the 
unanimous judgment, had upheld the appeal relating the charges 2, 6 and 7 
whilst dismissing the appeal on the balance of the charges.  
 
In summary, the appellant was found guilty of 5 of the 8 counts in the Supreme 
Court and sentenced to 8 years’ imprisonment. Regal was entrusted with 
public funds and as a result of the suspension from the Johannesburg 
Securities Exchange and subsequent liquidation, some 541 depositors had lost 
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R198 million33. Regal had opened it doors for business in December 1996, and 
collapsed in 2001 as a result, it is submitted, of poor corporate governance 
displayed by its CEO and his continuous deception of the auditors. 
 
 
 State v Joseph Arthur Walter Brown, CC 50/2010 (Judgment: 15 May 
2013), Western Cape High Court 
 
The accused, former CEO of Fidentia Asset Management, was arrested on 
more than 190 charges. Before this Court, he was initially indicted on nine 
charges as follows:  
o four counts of fraud,  
o two counts of theft,  
o one count of contravening section 1(1)(a) of the Corruption Act, No. 
94 of 1992, one count of contravening section 3(b)(ii)(aa) and/or (bb) 
and/or (cc) and/or 3(b)(iv) or the Prevention and Combating Corrupt 
Activities Act, No. 12 of 2004, and 
o a contravention of section 4(a) and or 4(b) of the Prevention of 
Organised Crime Act, No. 121 of 1998.  
 
However the State conceded that certain counts would not be sufficient to 
sustain convictions on these count which concessions the Court agreed with. 
As a result the accused was accordingly acquitted on those counts and found 
not guilty on said counts. 
 
Veldhuizen J found it necessary to clarify the situation as follows34: 
 
“I cannot overemphasize that the two counts of fraud that you have been 
convicted of are an extremely diluted version of the fraud that the indictment 
alleges. The second count of fraud relates only to fraud against the 
shareholders of MATCO, not against widows and orphans. “ 
 
                                                 
33 David Cartel, Judge's withering judgement of Jeff (2009) - http://www.moneyweb.co.za/ 
moneyweb-special-investigations/judges-withering-judgement-of-jeff - accessed 2 October 
2013. 
34 State v Joseph Arthur Walter Brown, CC 50/2010 (Judgment: 15 May 2013), Western Cape 
High Court at 4. 
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A State witness from the Financial Services Board testifying against Brown on 
two counts of fraud stated that there was, amongst other things, a shortfall of 
approximately R406 million and his report was handed over to the Director of 
Public Prosecutions. 
 
Veldhuizen J noted35 that if the State witness findings above were factually 
correct then he found it astounding that Brown was brought to court on only the 
nine counts listed in the indictment. The judge found it even more astounding 
that the State saw fit to accept Brown’s pleas of guilty on the facts set out in 
the admissions Brown had made. If the facts related by State witness above 
were correct then something was sorely wrong and he could only think the 
prosecution case has been poorly handled.  
 
On each of the 2 counts, Brown was sentenced to pay a fine of R75 000 or 
serve 18 months imprisonment. A further 18 months imprisonment was 
imposed but suspended for a period of 4 years.  
 
Following the judgment, the National Prosecuting Authority has petitioned the 
Supreme Court of Appeal for leave to appeal the sentence and against 
Veldhuizen J’s dismissal of the application for leave to appeal36. 
 
The State was of the view that the evidence proved that the actual losses were 
R185m [for the first count] and at least R56m [for the second count] 
respectively. Further, the State believed the court erred by basing the sentence 
on the narrow description of offences in Brown's admissions document, while 
completely ignoring the evidence already on record. 
 
When this case first broke in 2007, the accusations against Brown were 
alarming. An article stated the following37:  
 
                                                 
35 State v Joseph Arthur Walter Brown, CC 50/2010 (Judgment: 15 May 2013), Western Cape 
High Court at 5. 
36 Brown’s sentence too lenient – NPA (2013) - http://www.fin24.com/Economy/Browns-
sentence-too-lenient-NPA-20130621 - accessed 19 October 2013. 
37 Bruce Cameron, Fidentia boss’s big spree (2007) - http://www.iol.co.za/news/ south-
africa/fidentia-boss-s-big-spree-1.314604 - accessed 24 October 2013. 
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“More than R2-billion entrusted by thousands of people, including widows and 
orphans, to Fidentia Asset Management was treated as a virtual personal 
asset by chief executive Arthur Brown in a four-year unrestrained spending 
spree. 
 
Hundreds of millions of rands disappeared directly into the pockets of Brown 
and his family and on ego-driven ventures, as Brown vainly attempted to 
become a powerhouse in the financial services and technology industries with 
a company he intended to list on the Johannesburg Stock Exchange.” 
 
With what has happened from the accusations to the convictions, one can only 
wonder whether Veldhuizen J had hit the nail on the head by wondering 
whether the prosecution had handled the case in a very poor fashion. 
 
 
 The State v Shaik and Others Case No: CC27/04 (Judgment: 31 May 
2005), Durban High Court 
This trial involved the fraudulent and corrupt relationship between Durban 
based businessman, Schabir Shaik and South African politician and anti-
apartheid leader Jacob Zuma. After Schabir Shaik's brother, Chippy, was 
suspended from the Department of Defence for his involvement in a corrupt 
arms deal, Schabir Shaik was arrested in 2001 for the possession of secret 
documents, after which investigators found that he was involved in corrupt 
dealings with Jacob Zuma as well as fraud. He was brought to trial in October 
2004, pleading not guilty. 
There were 3 charges against the accused as follows: 
o Charge 1 
The main charge was that of contravening section 1(1)(a) of the Corruption 
Act No 94 of 1992. Shaik gratuitously made some 238 separate payments 
in the amounts of R1.2 million, either directly to or for the benefit of Mr 
Jacob Zuma, who held high political office throughout this period in order to 
influence Zuma for the benefit of Shaik's business enterprises. In essence, 
the payments were made to further a "general corrupt relationship”. 
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o Charge 2 
This charge was one of fraud whereby Shaik's director's remuneration and 
a loan indebtedness of R1.3 million to one his accused companies were 
written off in such financial statements on the false pretext that they were 
expenses. 
o Charge 3 
The final charge was a further allegation of corruption alleged by the State, 
namely that Shaik met the local director of the Thomson-CSF South African 
companies wherein the suggestion was made that in return for the payment 
by Thomson's to Zuma of R500 000 a year, Zuma would shield Thomson's 
from the anticipated inquiry and thereafter support and promote Thomson's 
business interests in this country. 
In delivering his sentence, Squires J described corruption as a "pervasive and 
insidious evil," and found that Shaik's actions had been aimed at advancing his 
business interests through an association with Zuma and noted as follows38: 
"His corporate empire's progress and prosperity was plainly linked to the possibility 
that Jacob Zuma would finally ascend to the highest political office. What was 
important to him was the achievement of a large multi-corporate business group ... 
And the power that goes with that and close association with the greatest in the 
land. It is precisely in such circumstances that corruption works".  
Squires J also said that he was convinced that Shaik gave Zuma "a sustained 
level of support" designed to maintain a lifestyle the politician could never have 
afforded otherwise, and that this was an investment in Zuma's political profile 
from which Shaik expected to benefit. Squires J continued that the payments 
"were not ... to a low-salaried bureaucrat seduced into temptation," and that the 
higher the status of the beneficiary, the more serious the offence. 
Concluding the sentencing proceedings, Squires J said39: 
"I do not think I am overstating anything when I say that this phenomenon [of 
corruption] can truly be likened to a cancer eating away remorselessly at the 
                                                 
38 The State v Shaik and Others Case No: CC27/04 (Judgment: 31 May 2005), Durban High 
Court.  
39 Ibid. 
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fabric of corporate privacy and extending its baleful effect into all aspects of 
administrative functions, whether state official or private sector manager. If it is 
not checked, it becomes systemic. And the after-effects of systemic corruption 
can quite readily extend to the corrosion of any confidence in the integrity of 
anyone who has a duty to discharge, especially a duty to discharge to the 
public."  
 
As a result, Squires J had found Shaik guilty on all 3 charges and sentenced 
him to 15 years imprisonment each for counts 1 and 3 as well as 3 years 
imprisonment for count 2.  
Shaik had failed both in his appeal to the Supreme Court of Appeal and on 
further appeal to the Constitutional Court40. 
 
It is noted that after losing at the Supreme Court, Shaik reported to jail to start 
serving his effective 15-year sentence. However, on 3 March 2009 Shaik was 
released on medical parole, after serving two years and four months of his 15-
year prison term. He somehow continues to evade death41 as he is 
continuously seen in golf courses and involved in brawls leaving one 
wondering whether his political connections were still powerful enough to get 
him out of prison without serving the full sentence. 
 
Another powerful implication is that the current president of the Republic of 
South Africa has a dark cloud over his head and has made no attempt to clear 
his name. One is then left wondering if the head of the country’s name has 
been dragged through the courts and found to be in a corrupt relationship, then 
what about the rest of the government. This is considered in 3.1.2 below. 
 
 
 
 
                                                 
40 Schabir Shaik & Others v The State, Case CCT 86/06 Constitutional Court (2 October 2007). 
41 Gugu Mbonambi and Lungelo Mkamba, Pills keeping me alive, says Shaik (2013) - 
http://www.iol.co.za/news/crime-courts/pills-keeping-me-alive-says-shaik-1.1565562 - 
accessed 6 Decmber 2013. 
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3.1.2 Reported criminal court decisions and media publications in the 
public sector  
 
 State v Yengeni (A1079/03) [2005] ZAGPHC 117 (11 November 2005) 
The appellant, Tony Sithembiso Yengeni, was a former member of Parliament 
who was elected as chairman of the Parliamentary Joint Standing Committee 
on Defence on 9 September 1994 until November 1998. He was responsible, 
inter alia, to lead the said committee in its supervision of the process the 
Republic of South Africa followed to procure a wide-ranging array of new 
armaments, committing the country to the spending of many billions of rands.  
 
As a natural course of his duties, the appellant had come into contact with 
prospective tenderers and their associates one of whom was employed by 
Daimler-Chrysler AG (Dainler). This company or one of its subsidiaries 
manufactures Mercedes Benz motor vehicles in South Africa as well as bring a 
shareholder in one of the potential suppliers of weapons. 
 
Before any preferred tenderer had been identified, the employee of Daimler 
and the appellant discussed a new Mercedes Benz 4x4 motor vehicle that the 
former’s company intended to introduce into the South African market and 
agreed that such a vehicle was to be supplied to the appellant at a discount of 
47%. The documentation that evidenced the sale falsely stated that the vehicle 
had been acquired in terms of a car discount purchase scheme for companies 
associated with Daimler or their staff, had been damaged during transport to 
the dealer concerned and the appellant had paid a deposit of R50,000.  
 
The appellant had failed to record the discount in the Parliamentary records of 
benefits received by its members over and above their emoluments. When 
word of the transaction leaked out the appellant denied having received an 
extra-ordinary discount in newspaper advertisements he had placed in the print 
media at his own expense. After the truth came out appellant resigned from 
Parliament and both he and the Daimler employee were charged with fraud 
and corruption in the regional court in Pretoria.  
 
The appellant eventually pleaded guilty to the charge of fraud as an alternative 
to the principal count of corruption, which plea was accepted by the State and 
the appellant was convicted of fraud.  
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In describing the levels of dishonesty involving office bearers, Bertelsmann J 
noted the following42:  
“Per CHASKALSON P (as he then was) in South African Association of 
Personal Injury Lawyers v Heath and others 2001 1 SA 883 (CC). 
 
To state that corruption and other crimes of dishonesty on the part of elected 
office bearers and officials in the public service have become one of the most 
serious threats to our country’s well-being, is to state the obvious. Their 
incidence may well be characterized as a pandemic that needs to be 
recognised as such and requires concerted and drastic efforts to combat it.” 
 
In addition, the judge stated that the former National Director should have been 
aware of previous judgments where guilty parties were given custodial 
sentences and regarding sentencing of the appellant43,   
“He [National Director] should also have appreciated that there were very 
serious aggravating features in the appellant’s case that would call for severe 
punishment: The appellant’s crime was one of greed, not of need; the 
appellant occupied a position of trust that he grossly abused; the appellant 
was, on his own showing, the initiator of the dishonest deal; the appellant 
continued to weave his web of deceit in the face of mounting public disquiet for 
almost two years; the appellant defended his untenable position in private 
newspaper advertisements that were not only false in material respects, but 
also offensively disrespectful of his critics; until the day when he changed his 
plea the appellant had not shown any inkling of remorse.” 
 
As a result of the seriousness of the crime, the Court concluded that the 
sentence had in fact erred on the side of leniency and would have increased 
the sentence were it not for the postponing of the appeal in order to do so 
which would thereby delay justice. 
 
The appellant entered Pollsmoor Prison near Cape Town on 24 August 2006 
and was immediately transferred to the more modern Malmesbury prison. The 
appellant was released on parole on 15 January 2007 after completing a mere 
                                                 
42 State v Yengeni (A1079/03) [2005] ZAGPHC 117 (11 November 2005) at 59. 
43 Ibid at 62. 
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four months of the four year sentence, half of the one sixth required in order to 
be released from imprisonment under correctional supervision. The appellant 
was elected to the 80 member National Executive Committee in December 
2007, the highest organ of the ruling party44. 
 
Therefore, with a criminal record, the appellant is elected in the upper echolons 
of government and it will be difficult not to be surprised should the appellant be 
accused or convicted of fraud in the future. 
 
In the latest news45, it is alleged that the appellant signed a R6 million bribe 
agreement in 1995 with ThyssenKrupp’s Dusseldorf, the German engineering 
conglomerate which led the consortium that sold four patral corvettes to South 
Africa for R6.9 billion. 
 
 
 Selebi v The State (240/2011) [2011] ZASCA 249 (2 December 2011) 
This case was an appeal from a judgment of the South Gauteng High Court, 
Johannesburg (Joffe J) in which the appellant, Mr Jacob Sello Selebi, a former 
National Commissioner of Police in South Africa and former Head of Interpol, 
was convicted of corruption and sentenced to 15 years’ imprisonment.  
 
The court a quo’s findings on the evidence presented before it was that at the 
relevant time there existed a corrupt relationship between the appellant and 
one Glen Norbet Agliotti, a person of questionable repute and admitted drug 
dealer. In terms of this relationship the appellant received from Agliotti sums of 
money in order to act in a manner prescribed in section 4(1)(a)(i)-(iv) of the 
Prevention and Combating of Corrupt Activities Act 12 of 2004 and the 
appellant did so act by way of quid pro quo.  
The details of the quid pro quo were that the appellant:  
(a) shared secret information with Agliotti regarding an investigation 
against him conducted by the United Kingdom law enforcement 
authorities;  
                                                 
44 The National Executive Committee - http://www.anc.org.za/show.php?id=4769- accessed 26 
October 2013. 
45 Yengeni’s R6m ‘arms deal bribe’ - http://amabhungane.co.za/article/2013-06-14-yengenis-
r6m-arms-deal-bribe - accessed 26 October 2013. 
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(b) protected Agliotti from criminal investigation;  
(c) shared with Agliotti information about South African Police Service 
investigations;  
(d) shared secret and/or confidential information with him;  
(e) agreed to and/or attempted to influence the investigative and/or 
prosecutorial process against one Muller Conrad Rautenbach;  
(f) shared with one Stephen Colin Sanders and/or one Clinton Nassif 
and others tender information relating to impending contractual work 
to be performed in Sudan; and  
(g) assisted Agliotti and/or Agliotti’s associates to receive preferential or 
special SAPS services. 
 
The quid pro quo afforded by the appellant although not resulting in a financial 
loss to his employer, had resulted in loss of secret information, reduced 
chances of conviction of alleged criminals in the courts etc. The actions of the 
appellant can be regarded as being just as severe as theft, fraud or 
embezzlement in the private sector.  
 
This court, on petition, extended the leave to appeal to include the question 
whether the State had proved that the appellant had provided Agliotti with any 
quid pro quo as a result of gratification received from Agliotti. 
 
Mthiyane DP had dismissed the appeal in full and agreed with the findings of 
the court a quo46. There was thus no need to disturb the judgment of that 
Court. 
 
Snyders JA and Leach JA concurred with the Deputy President of the Court 
but had re-iterated the following finding47 in the court a quo:  
 
“As indicated above there is no evidence of an agreement between the 
accused and Agliotti for benefits to be given to Agliotti in return for payments. 
On the evidence it is clear that such an agreement or understanding must 
                                                 
46 Selebi v State (240/2011) [2011] ZASCA 249 (2 December 2011) at 45. 
47 Ibid at 93. 
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have existed. It did not have to be expressly concluded. At the very least it 
came into existence over a period of time. The accused must have known the 
adage that there is no such thing as a free dinner.” Emphasis added. 
 
Therefore, the appellant could not refute the fact that exorbitant amounts of 
monies paid to him were bona fide or wholly gratuitous and nothing was 
expected of him in return. This would fly in the face of common sense.  
 
After the Supreme Court of Appeal decision, the appellant collapsed at his 
Waterkloof home while watching the ruling on television. He had started his 
fifteen year prison term the following day. However, the medical parole board 
on 20th July 2012 decided that the appellant could be released from prison 
because he was suffering from irreversible kidney failure, high blood pressure 
and diabetes. His sudden decline into ill health surprised independent doctors, 
who said that kidney failure was normally a disease with slow progression. At 
the time of his release on medical parole, Correctional Services Minister 
Sibusiso Ndebele said the appellant was being sent home because his 
department had limited capacity to provide care for terminally ill patients. In 
October 2013, the appellant was chauffeured in his luxury BMW 6-series to a 
shopping centre in Monument Park to purchase the local newspaper, had 
walked without any assistance, and seemed to be in good health48. 
 
Having seen the imprisonment and medical board of the National Police 
Commissioner, the next incident relates to the appellant’s successor.  
 
 
 Bhekokwakhe “Bheki” Hamilton  Cele  
Cele was appointed as National Police Commissioner in July 2009, replacing 
Jackie Selebi. He previously held the post of Member of the Executive Council 
(MEC) for Transport, Safety and Security in KwaZulu-Natal and is a member of 
the African National Congress National Executive Committee. 
 
                                                 
48 Jackie Selebi photographed shopping in Pretoria (2013) - http://www.sowetanlive. 
co.za/news/2013/ 10/07/jackie-selebi-photographed-shopping-in-pretoria - accessed 30 
October 2013. 
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In August 2010, it was reported that Cele had signed a R500 million 10 year 
lease for police premises in Pretoria (Middestad Sanlam Centre) without 
following tender protocol and therefore violated National Treasury procurement 
regulations. It was reported that Cele's choice of landlord, billionaire Roux 
Shabangu, suggested political considerations trumped efficient use of 
taxpayers' money and further that police officials advised that Cele had signed 
another lease with the same landlord for premises in Durban which Shabangu 
was still negotiating to purchase.49 
 
A five month investigation by the Public Protector, advocate Thuli Madonsela 
found Cele’s conduct in signing the leases to be improper and unlawful. The 
report had found that:  
 
o “Lease negotiations between the Department of Public Works and 
Shabangu were already at an advanced stage when the police gave their 
needs analysis to the department;” 
o “The police first identified the building and then adjusted the needs analysis 
to correspond to, or ‘retrofit’, the specifications of Middestad, which 
Shabangu had not yet bought;” 
o “The leasing of Middestad was not budgeted for in the police leasing or 
capital works budget;” 
o “The lease was not cost-effective;” 
o “Public Works failed to record its reasons for deviating from the prescribed 
tendering processes; and” 
o “The terms of the lease between Public Works and Shabangu were not 
approved by the Special National Bid Adjudication Committee, which they 
should have been.”50 
 
The Department of Public Works official involved was Minister Gwen 
Mahlangu-Nkabinde. In her report, Advocate Madonsela said that Mahlangu-
Nkabinde ignored the opinion of two senior advocates and sealed the deal with 
                                                 
49 Mzilikazi wa Afrika and Stephan Hofstatter, Brass baffled as top cop suddenly signs lease for 
new HQ - without tendering (2010) - http://mybroadband.co.za/vb/showthread.php /254818-
Bheki-Cele-s-R500m-police-rental-deal - accessed 27 October 2013. 
50 Chandre Prince and Amukelani Chauke, R500m SAPS HQ lease deal unlawful (2011) - 
http://www.peherald.com/news/article/782 - accessed 27 October 2013. 
35 
 
Shabangu on November 22, the day that senior advocate Pat Ellis told 
Mahlangu-Nkabinde that the lease was unlawful51.  
 
After an enquiry was conducted, President of South Africa, Jacob Zuma, 
announced that he had “decided to release General Cele of his duties”. The 
Department of Public Works Minister was dismissed as well despite her denial 
of doing anything illegal.52 
 
The findings by the Public Protector would certainly result in a loss to the State 
as excessive rentals were to be paid for a building that was not approved by 
the prescribed tender process. As noted in Selebi’s53 case, ‘there is no such 
thing as a free dinner’ and therefore the appellant would have been bound to 
receive some form of gratification for approving the lease without following 
proper protocol and such actions can be regarded as constituting theft or fraud. 
 
 
3.1.3 Other literature dealing with employee theft, fraud or 
embezzlement in South Africa  
In an article dealing with the comparison of white collar crime pre and post 
apartheid in South Africa54, Kgosimore notes in his abstract that:  
 
“The frequency with which the media uncovers cases of white collar crime (in 
the form of corruption) creates the impression that this crime is a phenomenon 
of post apartheid South Africa. However, the short history of the 'new' South 
Africa reveals that white collar crime is engrained in the fabric of the South 
African society. Corruption continues unabated despite the current 
government's efforts to eradicate it. Unfortunately, some of the perpetrators of 
corruption come from the ranks of the current government's own appointees.” 
 
Kgosimore stated55 that Judge Willem Heath, then head of the Heath Special 
Investigating Unit set up by the then President Mandela to tackle corruption, 
                                                 
51 Chandre Prince and Amukelani Chauke, R500m SAPS HQ lease deal unlawful (2011) - 
http://www.peherald.com/news/article/782 - accessed 27 October 2013. 
52 Eric Conway-Smith, South African Police chief Bheki Cele fired by Jacob Zuma (2012) - 
http://www.bbc.co.uk/news/ world-africa-18414786 - accessed 27 October 2013. 
53 Selebi v State (240/2011) [2011] ZASCA 249 (2 December 2011) at 93. 
54 Dr David L Kgosimore, White Collar-Crime: A Phenomenon of Post Apartheid South Africa - 
Politeia Volume 20, Number 3, 2001, at 91-103. 
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had said that the unit's success in uncovering corruption did not indicate that 
fraud and theft did not exist before the ANC came into power in 1994. Top 
political office bearers of the then ruling National Party also had a hand in 
corruption. 
 
Some of the instances of such actions that were listed by Kgosimore56 included 
Hennie van der Walt, then Deputy Minister of Development and Land Affairs, 
being sentenced to five years in prison for fifteen counts of theft involving 
R800,000 while he was still an attorney. The Deputy Minister of Information, 
Louis Nel, resigned in1987 after it emerged that he had made a bid to buy a 
prime land owned by the Department of Foreign Affairs in Tokyo, on behalf of 
Japanese merchant bankers. In 1989 a National Party Member of Parliament, 
Leon de Beer, was convicted of seven counts of election fraud and was 
sentenced to two years in prison. In the same year, the Minister of Public 
Works, Pietie du Plessis, was found guilty of seven counts of fraud and 
sentenced to nine years in jail. 
 
Turning to post apartheid South Africa, Kgosimore notes57 that the new 
government suffers the same corruption within its ranks as the old one. 
Officials and public representatives are criminally milking the country of 
millions, and few government departments, provincial governments and local 
authorities can claim to be free of the cancer of corruption.  
 
The extent of theft, fraud and corruption in the public sector has become so rife 
in recent times, Mathews Phosa, the former ANC treasurer general, 
commented that government should shape the country’s future decisively and 
must stop blaming the past, apartheid, race, and other external factors58. 
Phosa noted that the government has to spend money in a manner that will 
have a tangible impact on the upliftment and development of people. More 
importantly, Phosa stated that many in the ruling African National Congress 
                                                                                                                                             
55 Dr David L Kgosimore, White Collar-Crime: A Phenomenon of Post Apartheid South Africa - 
Politeia Volume 20, Number 3, 2001, at 97. 
56 Ibid at 98. 
57 Ibid at 99. 
58 Stop blaming apartheid – Mathews Phosa (2013) - http://www.news24.com/SouthAfrica 
/Politics/Stop-blaming-apartheid-Mathews-Phosa-20131008 - accessed 9 October 2013. 
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had faced charges of corruption and had brought the party into disrepute in a 
devastating and shocking fashion. In order to remedy this evil, he stated:  
"If we want to avoid being consigned to the dustbin of history, we must be 
demonstrably more decisive, more transparent and totally unforgiving in how 
we deal with those who steal public money, or abuse positions of trust." 
 
In another article59, Dassah had quoted a Sanskrit scholar of the fourth century 
who had decried unethical behaviour of his time:  
 
“Just as it is not possible not to taste the honey (or poison) place on the 
surface of the tongue, even so it is not possible for one dealing with the money 
of the king not to taste the money in however small a quantity. Just as a fish 
moving inside water cannot be known when drinking water, even so officers 
appointed for carrying out works cannot be known when appropriating money 
(Kangle, 1972:91, Quoted by Purohit, 2007:285).” 
 
 
It therefore seems that employees, especially those in public sector, given the 
opportunity to do so, will not be able to resist the temptation of abusing their 
position of trust which risk will be ever present. Even from the fourth century, it 
was identified that it is not possible for public officials to stay away from 
stealing from the State. Dassah had suggested60 that the starting point to 
address public sector corruption is for leaders and the public alike to have an 
awareness of its prevalence, recognition of its seriousness as a problem and 
the expressed commitment to control it. For sustainability to prevail, strong, 
credible, exemplary, incorruptible and committed leadership are needed to 
champion the ant-corruption cause. Unfortunately, many bureaucrats entrusted 
with leading cleanup campaigns are corrupt. 
 
The comment by Dassah61 regarding corrupt bureaucrats can be supported by 
the public sector cases discussed in this chapter. Senior government officials 
have been accused or implicated in some sort of theft or fraud in the 
                                                 
59 MO Dassah, Is there a hole in the bucket? Identifying drivers of public sector corruption, 
effects and institution effective combat measures at 38 - Journal of Public Administration 
Volume 43, Number 3.1, October 2008 at 37-62. 
60 Ibid at 55. 
61 Ibid at 55. 
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performance of their duties and one of them has even been subsequently re-
employed in a senior government post after serving jail time. It therefore seems 
that the decay in the moral fibre of us mortals is not limited to lower level 
employees – there is no distinction between senior employees and the rest of 
the workforce. In fact, as discussed in chapter 2, the extent and impact of 
employee defalcations at senior levels are for more detrimental to the employer 
than those of lower level employees62.  
 
Figures 4 and 5 in Chapter 2 show that senior employee defalcations, on a 
global scale, have been increasing over the years thus showing that SARS is 
turning a blind eye to this phenomenon by continuing to rely on the findings in 
the Lockie Bros. case, namely that embezzlement by senior employees is not 
an operation undertaken for the purposes of the business and therefore any 
resultant losses are generally not in the production of income of the taxpayer63. 
 
Chapter 3 considered the criminal cases in South Africa that have come before 
the courts as well as media publications in recent times in order to ascertain if 
a useful insight into the behaviour of senior employees in both the private and 
public sectors could be obtained. The findings in this chapter show that some 
of these behaviours include deceit, bribery, non-disclosure, misrepresentation, 
corruption and fraud, resulting in employers and thereby investors losing 
money forcing companies to close down and jail time for most of the 
perpetrators that were convicted. For senior employees to act in this manner 
certainly shows a lack of ethics and morals and it is therefore not unfounded to 
conclude that theft, fraud or embezzlement by senior employees is an inherent 
risk of doing business in South Africa to which SARS appears to be turning a 
blind eye. 
 
With the sudden resignation of the Commissioner for the SARS, Oupa 
Magashula, in July 2013 after an inquiry, one wonders whether SARS will take 
a different view on the matter when the final interpretation note is eventually 
                                                 
62 KPMG, A survey of fraud, bribery and corruption in Australia & New Zealand (2012) at 9 - 
http://www.kpmg.com/AU/en/IssuesAndInsights/ArticlesPublications/Fraud-Survey/Documents 
/fraud-bribery-corruption-survey-2012v2.pdf - accessed 19 September 2013. 
63 Draft Interpretation Note – Deductibility of Expenditure and Losses Arising from 
Embezzlement or Theft of Money at 7 - http://www.sars.gov.za/Legal/Preparation-of-
Legislation/Pages/Draft-Documents-for-Public-Comment.aspx - accessed 31 August 2013. 
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released. Even though the reason for the inquiry was not regarding employee 
defalcations, the Minister of Finance was quoted as saying that a person 
holding the post of tax commissioner needed a certain level of integrity and 
professionalism, but Mr Magashula’s conduct was found lacking in this 
regard.64 Therefore if in current times the head of SARS was found to be 
lacking in integrity, it will be difficult for SARS to continue to interpret the law in 
a manner that does not consider senior employees theft, fraud or 
embezzlement to be an inherent risk in business today. 
 
The next question to consider is how might a taxpayer provide evidence that 
theft, fraud or embezzlement by a senior employee is an inherent risk in their 
type of business. Chapter 4 looks at the requirements to claim a deduction in 
terms of the Income Tax Act No. 58 of 1962 as well as related tax court 
decisions that may assist an employer wishing to claim a deduction as a result 
of senior employee defalcations. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
                                                 
64 SARS boss Oupa Magashula resigns after probe (2013) -  http://www.bdlive.co.za/economy 
/2013/07/12/sars-boss-oupa-magashula-resigns-after-probe - accessed 14 October 2013. 
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CHAPTER 4 
 
4.1  Analysis of the applicable sections of the Income Tax Act No. 58 of 
1962 and South African tax court decisions relating to theft, fraud 
or embezzlement  
 
With the prevalence of employee fraud entrenched in the business world in 
South Africa as well as globally65, and which also appears to be growing 
annually, at lease in value terms, how should a taxpayer address the income 
tax issues if that taxpayer were to become a victim of senior employee 
defalcations? For residents of the Republic, in determining their taxable 
income, one must apply the framework of the South African income tax 
system, which is as follows:  
 
Gross income      xxx 
Less: Exempt income    xxx 
Income       xxx 
Less: Deductions and allowances   xxx 
xxx 
Add: Taxable gain in terms of 
Capital Gains Tax legislation    xxx 
Taxable income / (Assessed loss)                  xxx 
 
In the above framework, senior employee defalcations must be considered 
under ‘deductions and allowances’ and must be regarded as an inherent risk of 
business. In essence, the final step in the determination of ‘taxable income’, as 
defined in section 1 of the Income Tax Act No. 58 of 1962 (the Act) (before the 
inclusion of capital gains), is to deduct from the ‘income’, as defined, all the 
amounts allowed to be deducted in terms of the Act. No other deductions are 
permissible. This was confirmed in the Appellate Division case of Sub-Nigel 
Ltd66 wherein Centlivres JA stated:  
 
“At the outset it must be pointed out that the Court is not concerned with 
deductions which may be considered proper from an accountant's point of view 
                                                 
65 PwC, Cybercrime – protecting against the growing threat (2011) at 19 - http://www.pwc.com/ 
enGX/gx/economic-crime-survey/assets/GECS GLOBAL REPORT.pdf – accessed 17 
September 2013. 
66 Sub-Nigel Ltd v CIR (1948) 15 SATC 381 at 389. 
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or from the point of view of a prudent trader, but merely with the deductions 
which are permissible according to the language of the Act.” 
In the absence of a specific deduction allowed under the Act, of which senior 
employee defalcations does not enjoy such a specific provision, one has to 
revert to what is colloquially referred to as the general deduction formula67 viz. 
section 11(a) read with section 23(g) of the Act. The former section is the 
positive test indicating what may be deducted whilst the latter is the negative 
test and indicates that which may not be deducted from the income of a 
taxpayer.  
 
Should the senior employee defalcation be disallowed as a deduction, the 
Eighth Schedule to the Act will be considered briefly to determine if the 
taxpayer will be eligible to claim such loss as a capital one. 
 
 
4.1.1 The general deduction formula 
Section 11(a) and 23(g) of the Act read as follows:  
 
“11.   General deductions allowed in determination of taxable income.—For the 
purpose of determining the taxable income derived by any person from 
carrying on any trade, there shall be allowed as deductions from the income of 
such person so derived— 
(a) expenditure and losses actually incurred in the production of the 
income, provided such expenditure and losses are not of a 
capital nature;” 
 
“23. Deductions not allowed in determination of taxable income.—No 
deductions shall in any case be made in respect of the following matters, 
namely— 
(g) any moneys, claimed as a deduction from income derived from 
trade, to the extent to which such moneys were not laid out or 
expended for the purposes of trade;” 
 
As discussed earlier, the approach is, firstly, to test whether an amount may be 
deducted in terms of section 11(a) and, thereafter, to test whether it is 
                                                 
67 Sub-Nigel Ltd v CIR 1948 (4) SA 580 (A), 15 SATC 381 at 389. 
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disallowed by section 23(g). This latter section is therefore to disqualify 
expenditure incurred in the production of income to the extent that it was not 
laid out for the purposes of trade. 
 
Breaking down the definition of section 11(a) into its relevant components, all 
of the items below must be satisfied before the deduction can be claimed: 
 
 the taxpayer must be carrying on a trade, 
 the expenditure or losses,  
o must have been actually incurred, 
o in the production of income, 
o not of a capital nature. 
 
Except for trade, the above-mentioned phrases are not defined terms in the Act 
and therefore one must revert to court decisions for guidance as to the 
meaning of these terms. Although section 11(a) does not specifically include 
the term ‘during the year of assessment’, the courts have held68 that deductible 
expenditure is restricted to that incurred in a particular year of assessment (but 
subject to section 23H which limit payments greater than R100,000 that extend 
beyond six months after the year of assessment). Each of the components are 
now discussed in further detail. 
 
4.1.1.1 The taxpayer must be carrying on a trade  
The term ‘trade’ as defined in section 1 of the Act is given a very wide meaning 
and reads as follows:  
“ ‘trade’ includes every profession, trade, business, employment, calling, 
occupation or venture, including the letting of any property and the use of or 
the grant of permission to use any patent as defined in the Patents Act, 1978 
(Act No. 57 of 1978), or any design as defined in the Designs Act, 1993 (Act 
No. 195 of 1993), or any trade mark as defined in the Trade Marks Act, 1993 
(Act No. 194 of 1993), or any copyright as defined in the Copyright Act, 1978 
(Act No. 98 of 1978), or any other property which is of a similar nature;” 
                                                 
68 Baxter v COT 1937 SR 48, 9 SATC 1 at 4. 
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In Burgess v CIR69. the principle that this definition should be given a wide 
interpretation was described as being well established. It was also pointed out 
that the definition is not necessarily exhaustive.70 
Whilst ‘trade’ is a defined term with a wide meaning, the Act requires that a 
taxpayer must be carrying on a trade before a deduction can be claimed under 
section 11. It is submitted that in order to satisfy this requirement the taxpayer 
must:  
o show continuity of activities71 and  
o have a long term object of making a profit72.  
Despite its wide meaning, the term ‘trade’ does not include all activities that 
might produce income, for instance income in the form of interest, dividends, 
annuities or pensions (i.e. passive income earned by a taxpayer).  
It is SARS view73 that a person who invests cash in interest-bearing securities 
or shares held as assets of a capital nature does not derive income from the 
carrying on of a trade. However, in practice, SARS acknowledges that if capital 
is borrowed specifically to reinvest, then such a transaction will result in trade 
income and therefore the corresponding expenditure is thus deductible. This 
view states that74:  
“While it is evident that a person (not being a moneylender) earning interest on 
capital or surplus funds invested does not carry on a trade and that any 
expenditure incurred in the production of such interest cannot be allowed as a 
deduction, it is nevertheless the practice of Inland Revenue to allow 
expenditure incurred to the extent it does not exceed such income…” 
 
Section 11A of the Act provides for instances where expenditure has been 
incurred for the purposes of trade but the trade in itself has not commenced at 
                                                 
69 1993 (4) SA 161 (A), 55 SATC 185 at 196. 
70 Ibid at SATC 197. 
71 CIR v Stott 1928 AD 252, 3 SATC 253 at 258. 
72 ITC 1529 (1991) 54 SATC 252. 
73 Practice Note No: 31, Income Tax: Interest paid on moneys borrowed at 2 - 
http://www.sars.gov.za/AllDocs/LegalDoclib/Notes/LAPD-IntR-PrN-2012-21%20-
%20Income%20Tax%20Practice%20Note%2031%20of%201994.pdf - accessed 8 December 
2013. 
74 Ibid. 
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the date of the expenditure being incurred. It is noted that section 11A(2) ring-
fences any losses incurred from a particular trade and allows it to be carried 
forward to a succeeding year of assessment provided the taxpayer complies 
with the requirements of section 20(1) (dealing with set-off of assessed losses). 
 
Therefore, the carrying on of a trade is prerequisite to claiming a deduction 
under section 11(a) and not merely meeting the definition of ‘trade’. 
 
4.1.1.2 Expenditure and losses 
The terms ‘expenditure’ and ‘losses’ were considered in Joffe & Co (Pty) Ltd75 
where Watermeyer CJ explained the distinction between the words “loss” and 
“expenditure” as follows:  
 
“In relation to trading operations the word [loss] is sometimes used to signify a 
deprivation suffered by the loser, usually an involuntary deprivation, whereas 
expenditure usually means a voluntary payment of money.” 
 
In the Port Elizabeth Electric Tramway76 case the court considered that in the 
context the word loss appeared to mean “losses of floating capital employed in 
the trade which produces the income”. 
 
Turning to the meaning of the word ‘theft’, it is an unlawful appropriation with 
the intent to steal a thing capable of being stolen.77 The taking must be done 
without the owner's consent and the appropriation happens when the thief 
behaves as if he or she is the owner of such property and deals with it the way 
an owner would.78  Therefore, theft can be regarded as a loss as this is an 
involuntary deprivation of a taxpayer’s resources.  
 
Fraud, on the other hand, is the unlawful making of a misrepresentation with 
intent to defraud, which causes actual prejudice or which is potentially 
prejudicial to another.79 The intention required to be possessed by the 
                                                 
75 Joffe & Co (Pty) Ltd v CIR 1946 AD 157, 13 SATC 354 at SATC 360. 
76 PE Electric Tramway Co Ltd v CIR (1936) 8 SATC 13 at SATC 15. 
77 Burchell and Milton, Principles of Criminal Law (2004) at 782. 
78 Ibid at 787. 
79 Ibid at 833. 
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perpetrator for this type of crime is the intention to defraud.80 Thus, as a result 
of fraud, a taxpayer voluntary departs with his resources but based on deceit 
and such outflows can therefore be regarded as expenditure.   
 
Finally, embezzlement is the fraudulent conversion of another’s property by a 
person who is in a position of trust, such as an agent or employee. 
Embezzlement is distinguished from swindling in that swindling involves 
wrongfully obtaining property by a false pretence, such as a lie or trick, at the 
time the property is transferred, which induces the victim to transfer to the 
wrongdoer title to the property.81 Similar to theft, embezzlement is an 
involuntary deprivation of a taxpayer’s resources and can thus also be 
regarded as a loss. 
 
It is submitted that any reimbursement to a third party because of employee 
defalcations which results from a legal liability of a taxpayer can be regarded 
as an expense as this is a voluntary payment of money. An example of this 
would be reimbursement of funds collected on behalf of a client to be banked 
for the benefit of that client which were stolen by a taxpayer’s employee 
responsible for such functions. 
 
Therefore, based on the meaning of the words ‘expenditure’ and ‘losses’, 
‘money expended’ or ‘losses incurred’ through theft, fraud or embezzlement 
can clearly be regarded as complying with either of such meanings. 
 
 
4.1.1.3 Must have been actually incurred 
As section 11(a) is worded ‘actually incurred’ and not ‘necessarily incurred’, it 
has been held that deductible expenditure or losses will have a far wider 
meaning82. As an example, one taxpayer may conduct business inefficiently or 
extravagantly and thereby incurring expenses that another taxpayer would not 
                                                 
80 Burchell and Milton, Principles of Criminal Law (2004) at 844. 
81 Embezzlement - http://legal-dictionary.thefreedictionary.com/embezzlement - accessed 7 
November 2013 
82 PE Electric Tramway Co Ltd v CIR (1936) 8 SATC 13 at SATC 15. 
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incur thus making such expenses not ‘necessary’. However, as they are 
incurred, they will be fully deductible83.  
In the case of Caltex Oil84 it was held by Botha JA that ‘expenditure actually 
incurred’ does not mean expenditure actually paid during the year of 
assessment, but means ‘all expenditure for which a liability has been incurred 
during the year, whether the liability has been discharged during that year or 
not’.  
 
This principle has been held to apply equally to losses85. 
 
Therefore, to the extent a taxpayer has suffered any theft, fraud or 
embezzlement, this expenditure or loss will be actually incurred. 
 
 
4.1.1.4 In the production of income 
Expenditure or losses must be incurred in the production of the taxpayer’s 
income. ‘Income’ is defined in section 1 of the Act, and essentially means 
gross income less exempt income. This requirement is reinforced by 
section 23(f), which prohibits a deduction of expenses incurred relating to 
amounts received or accrued that are not included in ‘income’. Thus if the 
expenditure or loss is incurred to produce income that does not meet the 
definition of ‘gross income’ per section 1 or to produce income that is exempt 
from tax in terms of section 10 (exemptions from normal tax), the resultant 
expenditure or loss is not deductible. Therefore, a taxpayer wishing to claim a 
deduction for theft, fraud or embezzlement must create the crucial link to the 
‘production of income’.  In determining the application of this phrase in the 
context of senior employee defalcations, the following cases are relevant. 
 
 PE Electric Tramway Co Ltd v CIR (1936) 8 SATC 13 
In considering how income is produced, Watermeyer AJP, as he was then, 
noted that86: 
                                                 
83 PE Electric Tramway Co Ltd v CIR (1936) 8 SATC 13 at SATC 15. 
84 Caltex Oil (SA) Ltd v SIR 1975 (1) SA 665 (A), 37 SATC 1 at SATC 12. 
85 Plate Glass and Shatterprufe Industries Finance Co (Pty) Ltd v SIR 1979 (3) SA 1124 (T), 41 
SATC 103 at SATC 108. 
86 PE Electric Tramway Co Ltd v CIR (1936) 8 SATC 13 at 14. 
47 
 
 
”As a very rough generalisation it may be said that, save in the case of a loan 
of capital, income is produced by a series of operations and transactions 
entered into for the purpose of manufacturing or acquiring a saleable product 
and thereafter selling it or by rendering services for which payment is received.  
 
In the course of such operations and transactions, expenditure and losses may 
be incurred and these are the expenditure and losses referred to in the 
section.” 
 
In determining what type of expenditures are deductible, Watermeyer AJP had 
stated as follows87:  
 
”The other question is, what attendant expenses can be deducted? How closely 
must they be linked to the business operation? Here, in my opinion, all expenses 
attached to the performance of a business operation bona fide performed for the 
purpose of earning income are deductible whether such expenses are necessary 
for its performance or attached to it by chance or are bona fide incurred for the 
more efficient performance of such operation provided they are so closely 
connected with it that they may be regarded as part of the cost of performing it.” 
Emphasis added. 
 
Therefore, as long as an expense or loss is for the purpose of earning income 
and is attached to the performance of such business operation by chance, it 
will be deductible provided it is closely connected to that cost of such 
performance. This test developed by the court has been approved, with slight 
alteration in the wording, in the Appellate Division cases of Genn & Co88 and 
African Oxygen89. 
 
The learned judge in the PE Electric Tramway case also went on to clarify that 
one type of expenditure which must be excluded is expenditure payable out of 
income after it has been earned and noted that an example of such 
expenditure is a tax upon profits He stated thus90:  
                                                 
87 PE Electric Tramway Co Ltd v CIR (1936) 8 SATC 13 at 17 and 18. 
88 CIR v Genn & Co (Pty) Ltd 1953(3)SA 293 (AD). 
89 CIR v African Oxygen Ltd 1963(1) (SA) 681 AD. 
90 PE Electric Tramway Co Ltd v CIR (1936) 8 SATC 13 at 17 and 18. 
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“In a sense such expenditure might be said to be attendant upon business 
operations, but there is a real distinction between “charge against profits and an 
appropriation of profits after they have been earned.”  
 
 
 Joffe & Co (Pty) Ltd v CIR (1946) 13 SATC 354 
In disallowing a deduction for damages paid by the appellant to a deceased 
workman’s dependants, Watermeyer CJ (as he was now) although looking at 
the wording of the current section 23(g) of the Act dealing with trade, had 
focused on the term ‘profits’, stated that91: 
 
“ ‘These words,’ said Lord DAVEY, in the case of Strong & Co., Ltd. v 
Woodifield (1906, A.C. 448 at p. 453), when speaking of similar words in the 
English Income Tax Act of 1942, ‘appear to me to mean for the purpose of 
enabling a person to carry on and earn profits in the trade, etc. I think the 
disbursements permitted are such as are made for that purpose. It is not 
enough that the disbursement is made in the course of, or arises out of, or is 
connected with the trade or is made out of the profits of the trade. It must be 
made for the purpose of earning the profits:’ “  Emphasis added. 
 
The court had found that it had not been established that negligent 
construction was a necessary concomitant of the trading operations of a 
reinforced concrete engineer and nor was it shown that the liability was 
incurred, bona fide, for the purpose of carrying out its trading operations. In 
essence, the court developed the test that an expenditure or loss must be an 
inevitable concomitant of the earning of profits (i.e. the production of income), 
and not merely connected to the trade of a taxpayer before a deduction can be 
granted. 
 
It is submitted that this case did not decide that losses occassioned by a 
taxpayer's negligence are not deductible, but merely that there was no 
evidence that losses arising from the negligence of the particular taxpayer 
concerned where necessary concomitants of the trade carried on by him. 
 
                                                 
91 Joffe & Co (Pty) Ltd v CIR (1946) 13 SATC 354 at 357. 
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 Sub-Nigel Ltd v CIR (1948) 15 SATC 381 
In finding in favour of the appellant, Centlivres JA stated that92: 
 
“It seems to me clear on the authorities that the Court is not concerned 
whether a particular item of expenditure produced any part of the income: what 
it is concerned with is whether that item of expenditure was incurred for the 
purpose of earning income.” 
 
Therefore, an expenditure or loss does not in itself have to produce any 
income, so long as they are incurred for that purpose. 
 
 
Cases dealing with employee theft, fraud or embezzlement 
The court cases discussed below relate specifically to employee defalcations 
and are analysed in order to determine the ratio decidendi of the courts in the 
various judgments and more importantly to consider if they are still valid in 
today’s context. 
 
 Lockie Bros Ltd v CIR (1922) 32 SATC 150 
The ordinary business of the company was to sell rice in South Africa that was 
imported from elsewhere, but during the year of assessment ended 31st 
August, 1918, purchases of rice were made by the manager in South Africa 
which were confirmed by the English office of the company. In that same year 
of assessment it was discovered that the manager in South Africa had made 
large defalcations, consisting of funds withdrawn from the bank to cover 
fictitious purchases of rice, misappropriations of petty cash and charges for 
transport that had not been incurred. 
 
The appellant company claimed to deduct this amount in the calculation of its 
taxable income for that year of assessment as constituting a loss, not of a 
capital nature, incurred by it in the production of its income whilst 
Commissioner for Inland Revenue had disallowed the deduction.  
 
 
                                                 
92 Sub-Nigel Ltd v CIR (1948) 15 SATC 381 at 393-4. 
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In deciding against the appellant, Mason J stated as follows93:  
 
“But there is a distinction between negligent handling of goods and 
embezzlement; the handling of the goods is a necessary incident of the 
business and negligence in that respect does not alter the nature of the 
transaction, but embezzlement is quite a different thing; it is not an operation 
undertaken for the purposes of the business.”  
 
In support of his reasoning, the judge had quoted from the English decision of 
Strong & Co.94, Ltd. v Woodifield ([1905] 2 K.B. 350), that was affirmed on 
appeal by the House of Lords ([1906] A.C. 448). In Strong & Co.’s95 case it 
was held that a brewery company owning an inn could not deduct a sum paid 
as compensation to a guest who had been injured by a falling chimney which 
had been negligently allowed to get out of repair. That court was of the view 
that the loss was not really incidental to the trade itself and noted further that:  
 
“The payment of these damages was not money expended for the purpose of 
the trade. It is not enough that the disbursement is made in the course of or 
arises out of or is connected with the trade or is made out of the profits of the 
trade. It must be made for the purpose of earning the profits.” 
 
Although the Strong & Co.96 case was dealing with damages and trade, it is 
similar to Joffe & Co.97 in that the deciding factor was not whether a trade was 
in fact being conducted, but rather whether there was income being produced 
for the purposes of the taxpayer’s trade. 
 
It is considered that the findings in the Strong & Co.98 case is harmonious with 
the findings in Joffe & Co.99 (which had also made reference to Strong & 
Co.’s100 case for persuasive authority) in that negligence was considered not to 
be part of the appellant’s activities in the production of its income. Therefore, 
with regards to senior employee defalcations, a test to apply is to consider 
                                                 
93 Lockie Bros Ltd v CIR (1922) 32 SATC 150 at SATC 152. 
94 Strong & Co. Ltd. v Woodifield ([1905] 2 K.B. 350). 
95 Ibid. 
96 Ibid. 
97 Joffe & Co (Pty) Ltd v CIR (1946) 13 SATC 354. 
98 Strong & Co. Ltd. v Woodifield ([1905] 2 K.B. 350). 
99 Joffe & Co (Pty) Ltd v CIR (1946) 13 SATC 354. 
100 Strong & Co. Ltd. v Woodifield ([1905] 2 K.B. 350). 
51 
 
whether the resultant expenditure or loss incurred can be regarded as part of 
the profit/income earning activities of the taxpayer’s trade and therefore qualify 
for a deduction. 
 
De Waal J, in Lockie Bros101, similarly concluded that the loss incurred was not 
deductible, but with postulating only one test102, similar to Mason J, that 
embezzlement was not a part and parcel of the offending manager’s scope of 
employment – his mandate being to manage the company’s business and not 
steal its funds. Accordingly, the attendant loss could not be held to have been 
incurred in the production of income. In addition, De Waal J held that the loss 
in question was capital in nature, being the loss of cash which forms part of the 
company’s capital103. 
 
Broomberg104 in commenting on the cases of PE Electric Tramway and Joffe 
notes as follows:  
 
“This is no place for an academic debate on the relative merits of the 
jurisprudential principles applied in these cases in arriving at the divergent 
decisions: but the following two propositions at least emerge:  
 
o The taxpayer, in order to succeed in his claim for a deduction…must be 
able to show that the risk of his having to make payment of compensation 
is a necessary concomitant of his trading operations. 
o The act to which the compensation of payment is attached was undertaken 
by the taxpayer for the purpose of producing income; and that the payment 
of compensation is closely linked to that act.  
 
In fact, it is submitted, with respect, that the tests suggested in these two 
cases are too mechanical and contrived to be applied in the hard reality of 
commerce and industry. A far better test was the one laid down by Mason J in 
Lockie Bros Ltd v CIR (1922 TPD 42, 32 SATC 150). The learned judge there 
suggested that an expense would be allowed as a deduction if it was incurred 
in the course of or by reason of the ordinary operations [Mason J at SATC 152] 
undertaken by the taxpayer in the carrying on of his trade. If this test had been 
                                                 
101 Lockie Bros Ltd v CIR (1922) 32 SATC 150. 
102 Ibid at SATC 155. 
103 Ibid at SATC 155. 
104 D Kruger and W Scholtz, Broomberg on Tax Strategy - Fourth Edition at 223. 
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applied, the taxpayers in both Port Elizabeth Electric Tramway and Joffe & Co 
Ltd would have qualified for the deduction; and that does seem to be the 
appropriate answer.” Emphasis added. 
 
It is interesting to note that both Lockie Bros.105 (delivered in 1921) and PE 
Electric Tramway106 (delivered in 1935) had drawn upon some of the same 
English judgments but PE Electric Tramway did not refer to the Lockie Bros 
case in its judgment. Both were Provincial Division cases at the time but as 
they were from different jurisdictions, were not binding on the other jurisdiction. 
Even though Lockie Bros. was dealing with embezzlement and PE Electric 
Tramway with damages, it is considered that the test for deductibility will be 
similar, hence leaving the door open to the thought that Watermeyer AJP (as 
he was then) in PE Electric Tramway did not agree with the ratio decidendi of 
the court in Lockie Bros.    
 
It is however submitted, with great respect, that the test postulated by Mason J 
in Lockie Bros, according to Broomberg107, and those postulated by 
Watermeyer AJP (as he was then) in PE Electric Tramway and then by him in 
Joffe (Watermeyer now being the Chief Justice) are in essence not really 
different as suggested by Broomberg.  
 
The facts and circumstances may be different but the common theme arising 
from these decisions is that the expenditure or loss must be incurred for the 
purpose of earning income for the enterprise. So long as this is the case, the 
expenditure or loss meets the requirements of the general deduction formula 
provided it is not of a capital nature. It is considered that in the Lockie Bros 
case the appellant did not discharge the burden of proof in showing that the 
risk of defalcations by the manager was in the course of ordinary operations in 
that the main business was in the United Kingdom with management focusing 
its efforts there and thus required the services of a manager in South Africa 
with there being great difficulty of scrutinising the activities of that manager in 
sufficient detail and thus having to place a great deal of trust in that manager. 
Similarly, in Joffe’s case, the appellant was unable to discharge the burden of 
                                                 
105 Lockie Bros Ltd v CIR (1922) 32 SATC 150. 
106 PE Electric Tramway Co Ltd v CIR (1936) 8 SATC 13. 
107 D Kruger and W Scholtz, Broomberg on Tax Strategy - Fourth Edition at 223. 
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proof that negligent construction was an inevitable concomitant of its trade. 
Therefore, to succeed in a claim that senior employee defalcations are in the 
production of income, the taxpayer must show that it is an inevitable 
concomitant of its trade. 
 
 
 ITC 1242 (1975) 37 SATC 306(C) 
The appellant company, which conducted a wholesale publishing business on 
a substantial scale, sustained losses through the defalcations of two clerks, 
then in its employ, who were both under the control of appellant’s chief 
accountant.  
 
The misappropriations comprised thefts from petty cash; appropriations of 
moneys paid to them by other staff members for the company’s account; the 
drawing of cheques of the company’s banking account and destroying the 
cheques on their return from the bank and the ordering of goods in the name of 
the company for their personal use. 
 
The deduction of the aggregate losses incurred by appellant were disallowed 
by the Secretary for Inland Revenue on the basis that (a) they were not 
incurred in the production of income and (b) they were of a capital nature. 
 
The President of the court, Watermeyer J (not the same judge in PE Electric 
Tramway and Joffe & Co.) had noted108 that the leading case dealing with 
losses by embezzlement of a taxpayer’s own funds is Lockie Bros and since 
that case in 1922, there have been a series of cases in the Special Court 
dealing with the deduction of losses arising from the theft of the taxpayer’s own 
money by its employees and the decisions have not always been harmonious. 
In some instances the courts have merely followed the decision in the Lockie 
Bros case and disallowed the deduction. 
 
Watermeyer J stated109: 
 
                                                 
108 ITC 1242 (1975) 37 SATC 306 at 308. 
109 Ibid at 308. 
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“…it seems to me that when once the correct test has been determined as to 
when a loss can be said to have been incurred in the production of income, 
that test must be applied to the facts of the particular case under 
consideration, and a decision in one case would not necessarily be applicable 
in another.” 
 
Watermeyer J agreed with the test accepted by Beadle CJ in dealing with 
fortuitous expenditure (‘involuntarily spent because of some mischance or 
misfortune which has overtaken the taxpayer110) in COT v Rendle111 which 
stated that:  
 
“Before fortuitous expenditure [misappropriation of client moneys by a clerk in 
this case] can be deducted, the taxpayer must show that the risk of the mishap 
which gives rise to the expenditure happening, must be inseparable from or a 
necessary incident of the carrying on of the particular business.” 
 
The above test was accepted by Beadle CJ in Rendle’s case as part of the 
broad test laid down in PE Electric Tramways and now universally applied112. 
Watermeyer J stated further that as a matter of principle it seemed to him that 
the same test must be applied in the case of losses. Therefore, the taxpayer 
must show that the loss he seeks to deduct from his income is inseparable 
from, or a necessary ingredient of the carrying on of the particular business 
before he can succeed. 
 
In finding in favour of the appellant, Watermeyer J had applied the test in 
Rendle’s case and distinguished the facts in Lockie Bros and therefore the 
losses were found to be incurred in the production of income. The basis of the 
distinction was that the theft in Lockie Bros. was committed by a manager 
whilst the theft in the current instance was committed by a subordinate 
employee.113  
 
Two important principles that emerge from ITC 1242 are as follows:  
                                                 
110 COT v Rendle 1965(1) SA 59. (1965) (1) SA 59 (SRAD), 26 SATC 326 at 329. 
111 Ibid at 333. 
112 Ibid at 330. 
113 ITC 1242 (1975) 37 SATC 306 at 310. 
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o Even though the respondent had urged the court to rely on the Lockie 
Bros. case, the learned judge had noted that each case must be 
decided on its own facts and a decision in one case that a deduction is 
not permissible, does not mean that a deduction is never permissible.114 
o The main reason for the distinction to the Lockie Bros case was the 
seniority of the perpetrators. This distinction continues to be applied by 
SARS in practice and in fact forms the very basis of this treatise. 
 
 
 ITC 1661 (1998), 61 SATC 353 
Appellants were two dentists who practiced in partnership on a fifty-fifty basis. 
Being of the view that their practice warranted it, they had appointed a firm of 
auditors to perform the accounting and certain management functions and 
granted it the right to make out and sign cheques on behalf of the partnership. 
 
Two signatures were necessary on every cheque as follows:  
o one being any of the two partners and the other being one of the 
auditors; or  
o one being any of the auditors and the other being an employee of 
the auditors. 
 
The auditors were independent contractors and not employees. One of the 
employees of the firm of auditors and possibly one of the auditors had stolen 
money from the appellants or falsified their signatures on cheques and in 
addition made false allegations that cheques were necessary for a certain 
purpose and were then converted to the use of the auditor or the employee. 
 
The employee concerned was not an employee of the appellant but he was 
solely an employee of the auditors and hence the fraud that was committed 
was not committed by an employee of the appellants but by an employee of 
the auditor.  
 
                                                 
114 COT v Rendle 1965(1) SA 59. (1965) (1) SA 59 (SRAD), 26 SATC 326 at 310. 
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The Commissioner for Inland Revenue had disallowed the deduction of the 
losses incurred on the basis that the theft, fraud or misappropriation was not an 
inherent risk in the production of income as dentists.  
 
The court, in finding unanimously against the appellant, held115, inter alia, as 
follows:  
o “That although in our law there are a number of cases where thefts 
committed by employees have been allowed as a deduction, in the present 
case it must be accepted that those responsible for the losses were not 
employees of the appellants and that the theft by the independent 
contractor and its servant was not a prerequisite in terms of section 11(a) 
of the Income Tax Act 58 of 1962 for the production of income.” 
o “That the evidences established that the theft, fraud or misappropriation 
took place after the income was earned and the production of income was 
thus not concomitant with the theft, fraud or misappropriation, the one 
occurred after the other.”  
o “That there was no evidence to support the submission that the theft and 
the fraud by an independent contractor in this case was an inherent risk of 
the practice of dentistry.” 
 
Kirk-Cohen J had supported the court’s judgment with the Australian case of 
Levy v FC of T (1960) 8 127 which found that moneys stolen from appellant by 
an employee of a firm accountants appointed to write up its books could not be 
allowed as a deduction as the defalcations were not of a kind that was a 
material or recognised incident of the appellant’s business. Australian law is 
currently similar to South Africa law where employee defalcations are 
involved116. 
 
The facts in this case are different from the previous two cases discussed 
(Lockie Bros. and ITC 1242) in that the defalcations were not committed by 
                                                 
115 ITC 1661 (1998) 61 SATC 353 at 354. 
116 ATO ID 2010/207 - Deductions and expenses: reimbursement to trust account of stolen 
trust monies - 
http://law.ato.gov.au/atolaw/view.htm?dbwidetocone=06%3AATO%20Interpretative 
%20Decisions%3ABy%20Topic%3AIncome%20Tax%3ADeductions%3Atheft%20and%20mis
appropriation%20of%20funds%3A%2304900207%23ATO%20ID%202010%2F207%20%20De
ductions%20and%20expenses%26c%20reimbursement%20to%20trust%20account%20of%20
stolen%20trust%20monies%3B - accessed 18 November 2013. 
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employees themselves but rather by an independent contractor. The court 
applied the following two key tests in arriving at its conclusion:  
 
o Was the theft by the independent contractor and its servant a pre-
requisite for the production of income in terms of section 11(a) of the 
Act? 
o Was the losses incurred in the production of income or after the 
production of that income? 
 
Regarding the first test above, Watermeyer AJP (as he was then) held in PE 
Electric Tramways117 that gross income is not produced directly by either 
expenditure or losses but rather results from work and labour or the use of 
capital in productive enterprise or the loan of capital and it is produced in 
diverse ways. As a result hereof, the learned judge held118 that such expenses 
are deductible expenses, provided they are so closely linked to such acts as to 
be regarded as part of the cost of performing them.  
 
After agreeing with this test developed in PE Electric Tramway, Beadle CJ in 
Rendle’s119 case had found that the test of the Commissioner, in appealing the 
decision of the court a quo, focused on the fortuitous expenditure itself and not 
the mere risk of the expenditure being incurred whilst the reasoning of the 
President in the court a quo the attention was focused on the risk to the 
taxpayer of incurring such fortuitous expenditure. 
 
The court in ITC 1661120 considered the risk of defalcations by an independent 
contractor in the practice of dentistry and noted that the contract with the 
auditor was not a pre-requisite for the earning of income. However, it would 
appear that the court did not consider the test mentioned earlier in PE Electric 
Tramway, namely that gross income is not produced directly by either 
expenditure or losses but rather results from work and labour and that such 
expenses or losses are deductible, provided they are so closely linked to such 
                                                 
117 PE Electric Tramway Co Ltd v CIR (1936) 8 SATC 13 at SATC 14. 
118 Ibid at SATC 16. 
119 COT v Rendle (1965) (1) SA 59 (SRAD), 26 SATC 326 at 330. 
120 ITC 1661 (1998) 61 SATC 353 at 356. 
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acts as to be regarded as part of the cost of performing them. In Rendle’s121 
case the court stated as follows:  
 
“It is not for the Commissioner to direct how a taxpayer should run his 
business.” 
 
Should a taxpayer choose to appoint an independent contractor to assist with 
the running of its business, the court should consider the risk associated with 
embezzlement by that independent contractor and not merely whether that 
appointment is necessary to produce income. Should only the latter be 
considered, then taking this argument to its logical conclusion would mean that 
the fees incurred in providing the service to the taxpayer will also not be 
deductible. Therefore the fact that the appellant in ITC 1661122 opted to 
outsource a function opposed to in-sourcing it, appears to have unfairly 
discriminated against him. Thus, inasmuch as ‘expenditure incurred’ in section 
11(a) does not mean ‘necessarily incurred’, so too should a taxpayer be 
granted the freedom to run his business as he deems fit. 
 
Regarding the second question above dealing with whether the losses were 
incurred in the production of income or after the income was earned, it was 
held in Sub-Nigel Ltd123 that the words ‘incurred in the production of income’ do 
not mean that before a particular item of expenditure may be deducted it must 
be shown that it produced any part of the income for the particular year of 
assessment. Rather, what is important is whether the expenditure was incurred 
for the purpose of earning income whether in the current or in a future year of 
assessment. 
 
 
 COT v Rendle (1965) (1) SA 59 (SRAD), 26 SATC 326 
Although not a South African decision, this case is important for two reasons. 
Firstly it is of persuasive authority on the South African courts due to almost 
similar wording of the relevant sections of the taxing acts and secondly, it 
                                                 
121 COT v Rendle (1965) (1) SA 59 (SRAD), 26 SATC 326 at 329. 
122 ITC 1661 (1998),61 SATC 353. 
123 Sub-Nigel Ltd v CIR (1948) 15 SATC 381. 
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appears to be the only Appellate Division decision on the subject of employee 
embezzlement. 
 
Rendle carried on business in partnership with a fellow accountant and 
Rendle’s firm was appointed by a client to receive monthly instalments on their 
behalf for sales of land that were made by the client and to deposit such funds 
into the client’s bank accounts. 
 
The actual work receipting and banking the moneys were carried out by clerks 
employed by Rendle and it was discovered, after independent investigations 
requested by Rendle, that one of the clerks had misappropriated moneys 
belonging to the client as well as a smaller amount belonging to Rendle.  
 
Rendle sought to deduct his proportionate share of the loss incurred through 
the misappropriations as well as the cost of the investigation and legal fees. 
Counsel who appeared for the Commissioner of Taxes put forward three 
arguments to support that the amounts were not deductible:  
 
(1) The expenditure itself was not necessarily (in the sense of practically 
inevitably) attached to the performance of the operation which constituted 
the carrying on of the business;  
(2) the decision in Lockie Bros prevented the taxpayer from deducting 
fortuitous expenditure brought about by embezzlement; and 
(3) the loss was of a capital nature. 
 
With respect to the first argument, Beadle CJ noted that Counsel’s argument 
focused on the fortuitous expenditure itself and not the risk of that expenditure 
being incurred. In his judgment Beadle CJ concluded that it was the risk of that 
expenditure being incurred which must be looked to in determining whether an 
amount is deductible. He stated as follows124: 
 
“The fortuitous expenditure… is, expenditure attached to the performance of 
the business operation ‘by chance’.  
 
                                                 
124 COT v Rendle (1965) (1) SA 59 (SRAD), 26 SATC 326 at 414. 
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In deciding whether such an expenditure is deductible, it seems to me the 
enquiry must be whether the ‘chance’ of such expenditure being incurred is 
sufficiently closely connected with the business operation. The enquiry is not 
whether the actual expenditure itself (should it ever eventuate) is sufficiently 
closely connected. If the expenditure itself had to be a necessary concomitant 
of the business before it could be deducted, it could hardly be called ‘chance 
expenditure’. The word ‘chance’ is singularly inappropriate when describing an 
event which is bound, or almost bound, to happen. If such chance expenditure 
is to be deductible, if it is closely enough connected with the business 
operation, and is still to retain its character of ‘chance expenditure’, it can only 
be the ‘chance’ or the ‘risk’ of it being incurred which must be the links 
connecting it with that business operation.” 
 
In support of this interpretation, Beadle CJ quoted extensively from PE Electric 
Tramways and ITC 815, 20 SATC 487, amongst others. In a concluding 
remark he stated as follows125: 
 
“For a broad general test to be applied, therefore, I do not think I can do better 
than paraphrase the words of Roper, J., in Income Tax Case 815— 
 
‘Before fortuitous expenditure can be deducted, the taxpayer must show that 
the risk of the mishap which gives rise to the expenditure happening, must be 
inseparable from or a necessary incident of the carrying on of the particular 
business.’ “ Emphasis added. 
 
 
With respect to Counsel’s second argument (pertaining to Lockie Bros) Beadle 
CJ, as with Roper J in ITC 815, expressed some reservation that moneys 
misappropriated by employees was not deductible. He cited some foreign 
cases to support this view. In addition, he pointed out that in Lockie Bros the 
theft was committed by the taxpayer’s managing director whereas in the 
circumstances in question the theft was committed by a clerk. On this basis he 
stated the facts in Lockie Bros could be distinguished from those in question 
and a decision was made in favour of the taxpayer. 
 
 
                                                 
125 COT v Rendle (1965) (1) SA 59 (SRAD), 26 SATC 326 at 416. 
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However, regarding the above reasoning, Broomberg126 observed rather 
sarcastically that: 
“apparently, it is considered de rigueur for clerks and lowly employees to 
steal.” 
 
 
 The view of the South African Revenue Service 
SARS agrees with the tests postulated in PE Electric Tramways as well that of 
Rendle’s case in that127: 
 
“… The assessment which needs to be made is whether in the particular 
taxpayer’s type of business the risk of embezzlement or theft is such a familiar 
and recognizable hazard so as to be considered inseparable from and inherent 
in the business. In other words, when carrying on that type of business the 
taxpayer inevitably has to undertake the risk that theft or embezzlement could 
occur.” 
 
SARS notes128 the distinction in the judgments between ITC 952129 wherein the 
appellant was denied a deduction of making good stolen money from a trust 
account by a fellow attorney and ITC 1383130 wherein a commercial bank was 
allowed a deduction of a loss incurred as a result of theft by a senior employee. 
 
Regarding ITC 1383, SARS highlights the following from that judgment131:  
 
“Hill AJ, referred to overseas court cases and authors when discussing the 
proposition that if a loss is occasioned by a theft committed by an employee it 
may be deductible, but if it is committed by a proprietor (including a partner, 
managing director or someone with the powers to represent his employer at 
that level) a deduction would not be permitted. He noted that in his view the 
position would be the same in South Africa under the Act. The loss was held to 
                                                 
126 D Kruger and W Scholtz, Broomberg on Tax Strategy - Fourth Edition at 224. 
127 Draft Interpretation Note – Deductibility of Expenditure and Losses Arising from 
Embezzlement or Theft of Money at 6 - http://www.sars.gov.za/Legal/Preparation-of-
Legislation/Pages/Draft-Documents-for-Public-Comment.aspx - accessed 31 August 2013. 
128 Ibid. 
129 (1961) 24 SATC 547 (F). 
130 (1978) 46 SATC 90 (T). 
131 Draft Interpretation Note – Deductibility of Expenditure and Losses Arising from 
Embezzlement or Theft of Money at 7 - http://www.sars.gov.za/Legal/Preparation-of-
Legislation/Pages/Draft-Documents-for-Public-Comment.aspx - accessed 31 August 2013. 
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be deductible. On the facts of the case it is clear that the employee’s ‘fairly 
senior position’ was not similar to that of proprietorship.” 
 
SARS however draws a distinction between defalcations by senior employees 
and that of lower level employees and is of the view that defalcations by the 
former are not deductible as a general proposition. 
Even after almost a century since the Lockie Bros case was heard in 1921 
wherein a deduction for embezzlement by a senior employee was disallowed 
as it was not considered to be an operation undertaken for the purposes of the 
business, SARS is still of the view that the findings in that case remain valid in 
the 21st century.  
With the findings in Rendle’s132 case and that of ITC 1383133 as well as the 
increase in defalcations by senior managers over the recent years as noted in 
chapter 2, it is surprising that SARS remains of the view that senior employee 
defalcations are not deductible as a general proposition. It is submitted that the 
test developed by the courts for determining if a loss is in the production of 
income (i.e. “expenses [or losses] attached to the performance of a business 
operation bona fide performed for the purpose of earning income are 
deductible whether such expenses are necessary for its performance or 
attached to it by chance”) remain valid but circumstances have changed 
sufficiently enough to generally allow a deduction for senior employee 
defalcations. However, as noted in ITC 1383134, if such defalcation is 
committed by a proprietor then no deduction should be granted. It is submitted 
that a reason for such distinction would be that proprietor defalcations can be 
regarded as a withdrawal of profits rather than a loss as a result of business 
activities. 
 
4.1.1.5 Not of a capital nature 
In order to rank as a deduction under section 11(a) of the Act, an expenditure 
or loss must not be of a capital nature. As a result, any claim for a deduction by 
                                                 
132 COT v Rendle (1965) (1) SA 59 (SRAD), 26 SATC 326. 
133 ITC 1383 (1978) 46 SATC 90(T). 
134 Ibid at 90. 
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a taxpayer as a result of theft, fraud or embezzlement must satisfy the 
requirement that it is not of a capital nature. It is often difficult to distinguish 
between capital and revenue expenditure but, fortunately, there have been 
various tests laid down by the courts in dealing with the interpretation of this 
term. However, although there is a mass of judicial decisions on this subject, it 
is impossible to extract a universal test that will provide for all situations. One 
has to look at the facts of each case and the purpose of the expenditure 
concerned. The relevant cases are discussed below. 
 
 
 ITC 1242 (1975) 37 SATC 306(C) 
Watermeyer J held that the losses incurred by the appellant were in the nature 
of floating capital and not fixed capital. The difference is that floating capital is 
consumed or disappears in the very process of production, while fixed capital 
does not; though it produces fresh wealth, it remains intact (George Forest 
Timber 1924 AD 516). Also, it was found in New State Areas135 that if the 
expenditure is no more than part of the cost incidental to the performance of 
the income producing operations, as distinguished from the equipment of the 
income producing machine, then it is a revenue expenditure.  
 
 
 COT v Rendle (1965) (1) SA 59 (SRAD), 26 SATC 326 
Following the discussion from paragraph 4.1.1.4 regarding the Commissioner’s 
final argument that the loss was of a capital nature, Beadle CJ referred to two 
generally accepted tests in deciding whether expenditure is of a capital or 
revenue nature136: 
o was the expenditure a ‘once and for all’ expenditure or one which 
was likely to recur; and 
o whether or not the expenditure was made with a view to bringing into 
existence an asset for the enduring benefit of the trade. 
  
Beadle CJ had found that the defalcations did not conform with either of the 
above tests as there was always the possibility of embezzlement in the 
                                                 
135 New State Areas Ltd v CIR (1946) 14 SATC 155. 
136 COT v Rendle (1965) (1) SA 59 (SRAD), 26 SATC 326 at 335. 
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appellant’s business in the future and therefore not ‘once and for all’. Also, the 
reason for payment was because of the respondent’s legal liability to pay these 
amounts to his clients and therefore cannot be regarded as ‘expenditure made 
with a view to bringing into existence an asset for the enduring benefit of the 
trade’. 
 
 
 New State Areas Ltd v CIR (1946) 14 SATC 155 
Watermeyer CJ in drawing upon English cases stated as follows137:  
 
“The conclusion to be drawn from all of these cases seems to be that the true 
nature of each transaction must be enquired into in order to determine whether 
the expenditure attached to it is capital or revenue expenditure. Its true nature 
is a matter of fact and the purpose of the expenditure is an important factor; if it 
is incurred for the purpose of acquiring a capital asset for the business it is 
capital expenditure even if it is paid in annual instalments; if, on the other hand 
it is in truth no more than part of the cost incidental to the performance of the 
income producing operations, as distinguished from the equipment of the 
income producing machine, then it is a revenue expenditure even if it is paid in 
a lump sum.” 
 
Expenditure and losses due to senior employee defalcations must be more 
closely related to the taxpayer’s income-earning operations than to its income-
earning structure in order for it not to be regarded as capital expenditure. It is 
submitted that such expenditure and losses do not create any capital asset in 
the hand’s of the taxpayer as there is no income producing machine being 
acquired, and is more closely connected to the income earning operations of a 
business.  
 
 
 ITC 310, (1934) 8 SATC 151 
The appellant was the owner of certain property within a municipal area. There 
were no buildings upon this property which was unproductive of income save 
for the rental derived from a hoarding (a temporary wooden fence around a 
                                                 
137 New State Areas Ltd v CIR (1946) 14 SATC 155 at 170. 
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building or structure under construction or repair erected upon it138). In 
accordance with powers possessed by it, the municipality required appellant 
either to construct a pavement in the street bordering on his property or to 
assume liability for any expenditure incurred by the municipality in carrying out 
the work itself. 
 
With a view to economy, the appellant carried out the work himself, through 
contractors. He claimed to deduct in the determination of his taxable income 
the expenditure so incurred by him, on the grounds that as the expenditure 
was not voluntary on his part but was forced upon him by the municipality, it 
was in the nature of a tax which was deductible under the Act. The court held, 
dismissing the appeal and confirming the assessment, that the expenditure, 
even assuming it to be in the nature of a special assessment, was of a capital 
nature and not admissible as a deduction. 
 
Senior employee defalcations are not voluntarily (except for fraud as it is based 
on misrepresentation) incurred but are forced upon a taxpayer. As ITC 310 
held that involuntary expenditure is capital in nature  (by symmetry, it is 
submitted that this will also apply to losses), the question then arises as to 
whether this will result in losses due to senior employee defalcations not being 
deductible in the hands of such a taxpayer. It is submitted that senior employee 
defalcations are not in the nature of a tax imposed by the government and 
therefore cannot be treated as a capital loss based purely because such loss 
was imposed on the taxpayer and not voluntarily incurred. The circumstances 
of senior employee defalcations are different from that of a tax in that the 
former are incurred as part of the income earning operations whilst the latter is 
incurred after the income has been earned thus making it capital in nature.  
 
 
 Stone v SIR (1974) 36 SATC 117 
The main issue to be determined in this case was whether loans advanced to a 
confidence trickster that became irrecoverable and guarantees provided on 
                                                 
138 Hoarding - https://www.google.co.za/#q=meaning+of+hoarding – accessed 5 December 
2013. 
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behalf of this same confidence trickster that were called upon were losses of a 
capital or revenue nature. 
 
In quoting from the judgment of the court a quo (Van Winsen J) to support the 
conclusion that appellant‘s losses were of a capital nature, Stone’s139 case 
reproduced the following passage:  
 
“What appellant did was to utilise a series of separate capital sums for the 
purpose in each case of making a profit and he achieved this by using his 
money or pledging his credit to acquire a right to a share in the profit which he 
anticipated Kasmai would make out of the contracts the latter was supposed to 
have had with a third party. The expenditure by appellant is analogous to that 
described by Watermeyer CJ in New State Areas Ltd v CIR 1946 AD 6109 as 
being –  
 
‘part of the cost of establishing . . . the income-earning plant or machinery’ or, 
to use the words of Innes CJ in CIR v George Forest Timber Co Ltd 1924 AD 
51610 as:  
 
‘money spent in acquiring a source of profit.’ 
 
Expenditure applied to acquire a source of income is regarded by the courts as 
being of a capital nature.” 
 
 
Corbett AJA had found that as the appellant was not a money lender, the 
losses sustained were losses of a capital nature and not deductible under 
section 11(a) of the Act and also did not find it necessary to examine the basis 
upon which the court a quo came to a similar finding, viz that the loans were 
made by appellant in order to acquire a source of profit140. 
 
 
In dealing with the capital or non-capital issue, Corbett AJA noted141 that one 
should enquire as to what was it that was lost. The answer in this case was 
capital advanced by way of loan and the next enquiry, following as a natural 
corollary, was whether the loss was fixed or floating (circulating) capital. If the 
                                                 
139 Stone v SIR (1974) 36 SATC 117 at 125. 
140 Ibid at SATC 132. 
141 Ibid at SATC 129. 
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loss was fixed capital then the loss was of a capital nature; if floating (or 
circulating) capital, then it was a non-capital loss. 
 
In supporting this contention, Corbett AJA referred to Commissioner for Inland 
Revenue v George Forest Timber Co Ltd 1924 AD 516 where Innes CJ 
described it thus (at 524):  
 
“Capital, it should be remembered, may be either fixed or floating. I take the 
substantial difference to be that floating capital is consumed or disappears in 
the very process of production, while fixed capital does not; though it produces 
fresh wealth, it remains intact. The distinction is relative, for even fixed capital, 
such as machinery, gradually wears away and needs to be renewed. But as 
pointed out by Mason J in Stephan v Commissioner of Inland Revenue 1919 
WLD 116 at 5, the two phrases have an ascertained meaning in accountancy 
as well as in economics. Ordinary merchandise in the hands of a trader would 
be floating capital. Its use involves its disappearance; and the money obtained 
for it is received as part of the ordinary revenue of the business. It could never 
have been intended that money received by a merchant in the course, and as 
the result of his trading, should not form part of his gross income.  
 
The proceeds of fixed capital stand in a different position. The sale of such 
capital would, generally speaking, represent a mere realisation, which ought 
from its nature to be excluded, and which I think the section intended to 
exclude from the calculation of income.” 
 
It is thus submitted that the theft of cash, money from a bank account, petty 
cash, safe or payroll from a business results in a loss of a revenue nature 
because these are losses of floating capital.  
 
 
4.1.1.6 During the year of assessment 
Expenditure and losses can only be claimed as a deduction in the relevant 
year of assessment in which it is incurred. The following cases are relevant in 
understanding the application of this phrase in the context of ‘senior employee 
theft, fraud or embezzlement’. 
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 Lockie Bros Ltd v CIR (1922) 32 SATC 150 
A relevant question was asked by Mason J142:  
 
“…a subsidiary question is whether if so entitled, the deduction can be made in 
respect of £1,260 of this amount, which was stolen prior to 30th June, 1917, but 
the loss of which was only discovered after that date.” 
 
Unfortunately, the judge never got to answer the question as he had found 
against the appellant on the basis of the loss not being in the production of 
income and therefore disallowable in any event. 
 
 
 Concentra (Pty) Ltd v CIR (1942) 12 SATC 95 
The directors of the company, which was formed in 1937, claimed travel 
expenses for 1937 to 1940 in the 1940 year of assessment of which the 
Commissioner for Inland Revenue had disallowed the portion relating to the 
period prior to 1940.  
 
The basis of objection of the taxpayer was that the liability for the travelling 
expenses did not arise and therefore did not accrue until the directors 
presented their accounts in June, 1940, and payment of their claims had been 
considered and authorised at a meeting of directors held on the 25th June, 
1940. 
 
The court had disagreed with this view and held that the liability did not arise 
when accounts are presented and when these accounts are considered and 
authorised by directors but when any work is performed for which the company 
had agreed to make payments. 
 
Howes J stated that143: 
 
“In this case, however, there was no difficulty in ascertaining the amount of the 
company's liability to the directors; it could, and should, have been ascertained 
and brought up in the balance sheet each year and if, by not doing so, the 
                                                 
142 Lockie Bros Ltd v CIR (1922) 32 SATC 150 at 151. 
143 Concentra (Pty) Ltd v CIR (1942) 12 SATC 95 at 98. 
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company has lost the opportunity for using the expenditure as a deduction 
from its income then it is its own fault.” 
 
The court also noted144 that the basis of the income tax law is the assessment 
of the yearly income: the amounts earned and the expenses incurred. If a 
taxpayer, because of shortage of funds, could postpone the payment of 
liabilities incurred and by so doing take them out of the year of assessment for 
income tax purposes the entire system of taxation would be affected. In 
essence, the taxpayer is required to bring to account all expenditure incurred in 
the year of assessment in which it relates to as there is no mechanism to carry 
it forward to a subsequent year or carried back to a previous year even though 
it may properly relate to the income of those particular years (certain 
exceptions do however apply but are not here relevant, for example section 
23H dealing with prepayments, section 24C dealing with future expenditure on 
contracts, section 22 dealing with closing stock deductions and section 24M 
which deems an expense for an asset to be incurred only in the year in which 
the amount can be quantified). 
 
 
 Baxter v COT 1937 SR 48, 9 SATC 1 
The appellant had advanced certain sums of money to a company with interest 
on such sums to be received monthly and was obliged to borrow the sums lent 
on interest from other persons. The appellant had paid the interest due on the 
sums borrowed at regular intervals but did not claim a deduction in the relevant 
tax returns. The appellant did not receive any interest at regular intervals but 
was subsequently paid a considerable amount, representing the interest on 
many years, in one year. The appellant contended that he was entitled to 
deduct from the sum he had received from the company all the monies he had 
paid as interest on the sums borrowed, but the Commissioner of Taxes was 
only prepared to allow a deduction of the interest paid during the year of 
assessment. 
 
                                                 
144 Concentra (Pty) Ltd v CIR (1942) 12 SATC 95 at 98. 
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On appeal, the court held145 that the Commissioner of Taxes could not depart 
from the statutes governing assessments, and that the case should be dealt 
with on the basis that in each of the years, the interest which had accrued to 
the appellant had been deducted as a bad debt. Further, the total interest 
which was received by the appellant in the one year, should be included in the 
appellant's gross income for that year (refer CIR v Delfos146 where Wessels CJ 
held that there is no provision in the Act giving the Commissioner discretion 
and that income must be taxed in the year received or accrued) but he was 
only entitled to deduct the amount of interest which had actually been paid out 
by him during the year of assessment. 
 
Thus, the whole scheme of the Act shows that because the taxpayer is 
assessed for income tax for a period of one year, no expenditure incurred in a 
previous year or that to be incurred in a future year can be claimed in a current 
year of assessment.  
 
Regarding employee defalcations, the issue is whether the loss is deductible in 
the year of assessment in which the defalcation is actually committed or rather 
in the year of assessment in which it is uncovered. Based on the findings in the 
above cases, it appears that the loss must be claimed, on the assumption that 
it is in fact deductible, in the year of assessment in which it is incurred and not 
that in which it is uncovered. The reason simply being that the expenditure or 
loss was in fact as a result of theft, fraud or embezzlement and the year of 
assessment in which such theft, fraud or embezzlement was committed is the 
year of assessment a taxpayer is only eligible to claim such deduction147. 
 
From an administrative perspective, the SARS draft interpretation note 
states148:  
 
“Under section 99 of the Tax Administration Act a reduced assessment may 
not be issued after the elapse of three years from the date of the assessment. 
                                                 
145 Baxter v COT 1937 SR 48, 9 SATC 1 at 4. 
146 CIR v Delfos 1933 AD 242, 6 SATC 92 at 100. 
147 Draft Interpretation Note – Deductibility of Expenditure and Losses Arising from 
Embezzlement or Theft of Money at 9 - http://www.sars.gov.za/Legal/Preparation-of-
Legislation/Pages/Draft-Documents-for-Public-Comment.aspx - accessed 31 August 2013. 
148 Ibid. 
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Thus it will not be possible to claim an expense or loss omitted from a return of 
income for a year of assessment once the original assessment for that year 
has become final.” 
 
All is not lost, as the draft interpretation note goes on to state149 that a capital 
loss can be claimed should a taxpayer not be allowed a revenue deduction:  
 
“Under paragraph 13(1)(c)(ii) of the Eighth Schedule a capital loss arising from 
an irrecoverable claim against a thief would occur on the later of the date on 
which the loss was discovered or the date on which it is established that no 
compensation will be payable (for example, on the date on which an insurer 
rejects the taxpayer’s claim and the taxpayer accepts the repudiation).” 
A claim against an employee would result if the taxpayer was disallowed a 
revenue deduction for the loss due to defalcations by that employee. This claim 
would meet the wide definition of an asset in paragraph 1 of the Eighth 
Schedule to the Act which reads as follows:  
“property of whatever nature, whether movable or immovable, corporeal or 
incorporeal …”.  
Upon committing the theft, fraud or embezzling from his employer, that 
employer acquires a right to claim payment from the perpetrator, which is an 
incorporeal asset.  
Paragraph 20(1)(a) of the Eighth Schedule to the Act includes in the base cost 
of an asset: 
“the expenditure actually incurred in respect of the cost of acquisition or 
creation of that asset”.  
 
The expenditure actually incurred in acquiring the right to claim payment is the 
amount defalcated by the perpetrator plus any incidental costs such as 
resultant legal fees in recovering the debt.  
 
Thus, should an employer not recover this debt claim, a capital loss under 
paragraph 13(1)(c)(ii) of the Eighth Schedule to the Act will arise. 
                                                 
149 Draft Interpretation Note – Deductibility of Expenditure and Losses Arising from 
Embezzlement or Theft of Money at 9 - http://www.sars.gov.za/Legal/Preparation-of-
Legislation/Pages/Draft-Documents-for-Public-Comment.aspx - accessed 31 August 2013. 
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However, if in the fortunate instance that a recovery is made from the 
employee, a disposal will occur upon the debt claim becoming fully repaid, 
since there will be a redemption or discharge of the debt under paragraph 
11(1)(b) of the Eighth Schedule to the Act resulting in no capital gain or capital 
loss.  
 
 
4.1.1.7 Other applicable sections of the Income Tax Act No. 58 of 1962 
for consideration 
In addition to the general deduction formula, two other sections of the Act 
require consideration, the first of which is section 23(o) which disallows 
expenditure incurred that constitutes either a bribe, or a fine charged or penalty 
imposed as a result of an unlawful activity carried out in the Republic. It is 
submitted that this section will not be applicable to cases dealing with theft, 
fraud or embezzlement for the following reasons: 
 
 firstly, no bribery is involved as only employee defalcations are being 
considered in this study,  
 secondly, there is no fine charged or penalty imposed on the victim as a 
result of any theft, fraud or embezzlement; and 
 thirdly, theft, or embezzlement result in losses incurred as opposed to 
expenditure incurred with the former being involuntary and the latter 
voluntary (fraud results in expenditure incurred but as a result of 
misrepresentation). 
 
The next relevant section of the Act to consider is section 23(c) which disallows 
any expenditure or loss incurred, the deduction of which would otherwise be 
allowable, to the extent to which it is recoverable under any contract of 
insurance, guarantee, security or indemnity. It is also noted that section 8(4)(a) 
of the Act will include in income any recovery or recoupment of a previously 
deducted amount.  
 
Therefore, in such circumstances there will be no impact on the taxpayer 
hence no need for a deduction as no loss has been incurred. However to the 
extent that an employer does not insure against employee defalcations, or for 
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that matter all types of employee defalcations especially those dealing with 
senior management, these findings will be relevant to such employers. 
 
Another piece of legislation that will be applicable is section 102 of the Tax 
Administration Act No. 28 of 2011 (TA Act), which provides that the taxpayer 
bears the burden of proof that an amount is deductible.  
 
The onus of proving that an item is deductible rests with the taxpayer in terms 
of section 102 of the TA Act. Thus, the taxpayer must show that: 
 
o the taxpayer was carrying on a trade; 
o the senior employee defalcation resulted in expenditure or losses; 
o that have been actually incurred; 
o in the production of income; 
o were not of a capital nature; and 
o incurred during the year of assessment. 
 
 
It is submitted that the tests developed by the courts as discussed in this 
chapter will greatly assist the taxpayer with this onus of proof and are as 
follows:  
 
 Although the term ‘trade’ is defined and has a wide meaning, the taxpayer 
must also be carrying on a trade150 before a deduction can be claimed 
under section 11 of the Act. 
 
 The words ‘loss’ (involuntary deprivation) or ‘expenditure’ (voluntary 
payment) as explained in Joffe & Co151 will incorporate theft, fraud or 
embezzlement. 
 
 Section 11(a) of the Act provides for expenditure ‘actually incurred’ and not 
‘necessarily incurred’ (PE Electic Tramway152) therefore having a meaning 
wide enough to include theft, fraud or embezzlement. 
                                                 
150 CIR v Stott 1928 AD 252, 3 SATC 253 at 258. 
151 Joffe & Co (Pty) Ltd v CIR (1946) 13 SATC 354. 
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 The expenditure or loss must be attached to the performance of a business 
operation and bona fide performed for the purpose of earning income 
whether such expenditure or loss is necessary for its performance or 
attached to it by chance (PE Electic Tramway153). 
 
 The expenditure or loss must be a necessary concomitant of the trading 
operations and the liability must be incurred bona fide for the purpose of 
carrying on the trading operations (Joffe & Co.154). 
 
 Employee theft, fraud or embezzlement is generally considered to be 
losses of floating capital and not fixed capital therefore not meeting the 
‘capital’ exclusion in section 11(a) of the Act155. 
 
 The deduction for employee theft, fraud or embezzlement must be claimed 
in the year of assessment in which it was incurred156. 
 
The above were the tests developed by the courts for determining whether an 
expenditure of loss will qualify for a deduction under the general deduction 
formula (section 11(a)). The tables below summarise, at a high level, the 
outcome and ratio decidendi of the court decisions relating specifically to 
employee/independent contractor defalcations. 
 
Table A: Decisions against the taxpayer 
Case Reason for decision 
 
Lockie Bros157 
Embezzlement by a manager of a business is not an 
operation undertaken for the purposes of business. 
 
ITC 1661158 
Defalcations by independent contractor not an inherent 
risk and also occurred after income earned. 
 
ITC 952159 
Theft from trust account by fellow attorney not a 
reasonably incidental risk to producing income. 
                                                                                                                                             
152 PE Electric Tramway Co Ltd v CIR (1936) 8 SATC 13. 
153 Ibid. 
154 Joffe & Co (Pty) Ltd v CIR (1946) 13 SATC 354. 
155 COT v Rendle (1965) (1) SA 59 (SRAD), 26 SATC 326. 
156 Concentra (Pty) Ltd v CIR (1942) 12 SATC 95. 
157 Lockie Bros Ltd v CIR (1922) 32 SATC 150. 
158 ITC 1661 (1998), 61 SATC 353. 
159 ITC 952 (1961) 24 SATC 547 (F). 
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Table B: Decisions in favour of the taxpayer 
Case Reason for decision 
 
Rendle160 
Look at risk of fortuitous expenditure incurred and not 
expenditure itself, also lower level employee involvement. 
 
ITC 1242161 
Risk of defalcations by clerks inseparable from or 
necessary concomitant of business. 
 
ITC 1383162 
Defalcation by senior employee considered to be a risk 
inherent in the business. 
 
SARS is generally of the view, based primarily on the decision of Lockie 
Bros163, which is now close to a century since that judgment, that defalcations 
by lower level employees are deductible whilst those by senior employees are 
not. The essence of this reasoning is that senior level employees are not 
engaged to commit fraud, steal or embezzle from their employers.  
 
However, whether or not senior employee defalcations are in the production of 
income or closely related thereto should be considered on the facts of each 
case. In Rendle’s164 case the court looked at whether the loss was attached to 
the performance of the business operation by chance and considered that it 
was thereby allowing the deduction. Rendle’s165 case also distinguished the 
facts to Lockie Bros166. by stating that the former was dealing with 
embezzlement at a lower level of employee whilst the latter was dealing with 
management. 
 
In ITC 1383167 Hill AJ held that: 
 
“The appellant in the present case…in the ordinary course of its business must 
necessarily allow the employees to handle large sums of money and however 
careful it could be expected to be in the selection and supervision of its staff, 
                                                 
160 COT v Rendle (1965) (1) SA 59 (SRAD), 26 SATC 326. 
161 ITC 1242 (1975) 37 SATC 306(C). 
162 ITC 1383 (1978) 46 SATC 90(T). 
163 Lockie Bros Ltd v CIR (1922) 32 SATC 150. 
164 COT v Rendle (1965) (1) SA 59 (SRAD), 26 SATC 326. 
165 Ibid. 
166 Lockie Bros Ltd v CIR (1922) 32 SATC 150. 
167 ITC 1383 (1978) 46 SATC 90(T) at 94-95. 
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the risk of theft is an ever present factor in the administration of its business 
and must be regarded as inseparable from it.” 
 
Hill AJ also accepted the view in Gunn’s Commonwealth Income Tax Law and 
Practice 7 ed at 617168: 
 
“…If the loss is occasioned through the acts of a clerk… the loss may be 
deductible…but if the wrongful act is committed by a proprietor, including a 
partner, no deduction is permitted under that section. Between these two 
classes of persons a line has been drawn by the courts, namely where the loss 
is occasioned through the acts of a managing director or a manager of a 
company who ‘is in the position of a proprietor’ the proprietor has been denied 
a deduction of the loss.” 
 
As can be noted from Table A and B, there are no consistent court decisions to 
support the view of SARS that senior employee defalcations should be 
disallowed as a general proposition, this leaves the door open for the taxpayer 
to defend a challenge by SARS to provide evidence that senior employee 
defalcations are a risk in its business, but only to the extent that the senior 
employee is not a proprietor or shareholder. With the increase in senior 
employee defalcations noted in Chapter 2 as well the recent behaviours of 
South African senior employees including deceit, bribery, non-disclosure, 
misrepresentation, corruption and fraud noted in Chapter 3, it is submitted that 
this will provide substantial assistance to a taxpayer in discharging the burden 
of proof in terms of section 102 of the TA Act that senior employee defalcations 
are deductible. 
 
However, in order to provide credence to this view, the next chapter will look at 
international precedence and consider the views of some of SARS’ 
international counterparts as well as foreign tax cases. 
 
 
 
 
 
                                                 
168 ITC 1383 (1978) 46 SATC 90(T) at 90. 
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CHAPTER 5 
 
5.1 International precedence  
The South African courts do not provide consistent judgments to support the 
view of SARS that senior employee defalcations should be disallowed as a 
general proposition. Also, looking specifically at some of the recent criminal 
cases involving senior South African employees in the private and public 
sectors makes one seriously question whether the findings in Lockie Bros169 
almost 100 years ago, namely that managers are not employed to embezzle 
from their employers still remain valid in the context of today’s environment.  
 
In order to support an objective consideration of the view of SARS170 regarding 
senior employee defalcations, the treatment by other tax jurisdictions regarding 
employee defalcations are considered below. These countries have been 
selected as the wording of the sections in the relevant Income Tax Acts and 
the tests postulated in their respective tax courts have been similar to that of 
South African courts. Whist the findings that result will not having any binding 
authority on SARS, it is submitted that they will be of persuasive value thereby 
providing perhaps additional armour in the side of a South African taxpayer 
arguing that defalcations by senior employees should now be considered an 
inherent risk of doing business in South Africa, or alternatively confirming the 
view of SARS that such defalcations are, as a general proposition, not 
deductible. 
 
 
5.1.1 Canada 
The deduction of employee defalcations is claimed under section 18(1)(a) of 
the Canadian Income Tax Act171 which reads as follows: 
“18. (1) In computing the income of a taxpayer from a business or property no 
deduction shall be made in respect of: 
                                                 
169 Lockie Bros Ltd v CIR (1922) 32 SATC 150. 
170 Draft Interpretation Note – Deductibility of Expenditure and Losses Arising from 
Embezzlement or Theft of Money at 7 - http://www.sars.gov.za/Legal/Preparation-of-
Legislation/Pages/Draft-Documents-for-Public-Comment.aspx - accessed 31 August 2013. 
171 Income Tax Act (R.S.C., 1985, c. 1 (5th Supp.)) - http://laws-lois.justice.gc.ca/eng/acts/I-
3.3/section-18.html - accessed 25 November 2013. 
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(a) an outlay or expense except to the extent that it was made or incurred by 
the taxpayer for the purpose of gaining or producing income from the business 
or property;…” 
 
The Canada Customs and Revenue Agency (CCRA), issues income tax 
interpretation bulletins (IT’s) to provide technical interpretations and positions 
regarding certain provisions contained in income tax law. An IT can thus be 
considered to be on a similar standing to an Interpretation Note issued by 
SARS.  
 
IT-185R (Consolidated)172 was issued on 11 September 1991 and deals with 
losses from theft, defalcation or embezzlement in terms of the Canadian 
Income Tax Act in the following categories: 
 
 Employees other than senior employees 
Paragraph 3 states that a loss of trading assets, such as inventory or cash, 
through theft, defalcation or embezzlement by employees, other than senior 
employees, are deductible in computing income from a business as such 
losses are considered to be an inherent risk of carrying on the business and 
the loss is reasonably incidental to the normal income-earning activities of the 
business. This is therefore a similar application of the law to South Africa. 
 
 Senior employees 
On the other hand, IT-185R notes at paragraph 5 that the treatment of losses 
resulting from theft, defalcation or embezzlement by senior employees and 
managers depends upon the circumstances of each case and quotes 
Cassidy’s Ltd. v. MNR173, as authority for this view. It notes further that such 
losses are frequently not deductible but the following considerations will be 
made in determining the deductibility thereof:  
 
“(a) the extent of the senior employee’s authority and control – note that if 
the individual was in a position to act as if he or she were an owner of 
                                                 
172 Canadian Interpretation Bulletin – IT-185R (Consolidated) – Losses from Theft, Defalcation 
or Embezzlement - http://www.cra-arc.gc.ca/E/pub/tp/it185r-consolid/it185r-consolid-e.pdf - 
accessed 5 October 2013. 
173 [1989] 2 CTC 2043, 89 DTC 686 (T.C.C.). 
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the business, the loss is unlikely to meet the requirements for 
deductibility; 
 
(b) how and at what stage in the income-earning process the funds or 
property were stolen or embezzled – note that a loss or diversion of 
profits which have already been earned by the business is generally 
not a loss which is incidental to the income-earning activities of the 
business; and 
 
(c)  the extent of any shareholdings in the business by the senior employee 
– note that an amount which is misappropriated by an individual in his 
or her capacity as a shareholder is not deductible…” 
 
Paragraph (a) above refers to the level of “ownership” exercised in the 
organisation which, it is submitted, is in essence applicable to smaller owner 
managed businesses.  
 
Paragraph (b) above is similar to the test postulated in ITC 1661174 where one 
has to enquire whether the loss has been incurred after the production of 
income. An example of such an instance is to enquire whether the senior 
employee who is also a shareholder has merely taken what essentially could 
be regarded as an entitlement i.e. appropriation as opposed to 
misappropriation of profits in the capacity of a shareholder which will then fall 
into paragraph (c) below.  
 
Paragraph (c) overlaps with the category below and is discussed further 
therein. 
 
 
 Proprietors, partners or significant shareholders 
Paragraph 4 of IT-185R states that losses through theft, defalcation or 
embezzlement by proprietors, partners or significant shareholders of the 
business are not normally deductible. Such losses are more properly 
considered withdrawals of capital or are sustained outside the normal income-
earning activities of the business. But there are exceptions to this rule as in the 
                                                 
174 ITC 1661 (1998), 61 SATC 353. 
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case of Parkland Operations Ltd175, a corporation was permitted to deduct 
amounts embezzled from its operating line of credit by two signing officers 
whose personal holding corporations were minority shareholders in the 
corporation. The court in that case found that the funds were not taken by the 
individuals in their capacity as shareholders or by exercising any overriding 
control, but rather while dealing wrongfully with the operating funds in the 
normal course of the business. 
 
Similar to the rules in South Africa, the facts of the specific case need to be 
examined in order to determine if losses from defalcations by senior 
employees are deductible. However, as noted in the Parkland’s case above, 
the test to apply is whether the perpetrator was acting in the role of 
shareholder or an executive overriding controls which appears to be more 
appropriate tests than the one adopted by SARS176 from Lockie Bros which 
simply looked at the manager’s scope of employment which was to manage 
the company's business and not to embezzle its funds and therefore the 
defalcations where not undertaken as part of the business operations. Taking 
this argument to its logical conclusion would result in no deductions being 
allowed for any employee defalcations as no employee has within their scope 
of employment the requirement to embezzle funds from their employer. The 
conclusion from Parkland’s case above is that the more the perpetrator is 
considered to be an owner or shareholder, the less likely the deduction will be 
allowed in respect of a loss as a result of defalcation by such employee.  
 
Regarding the year of assessment in which a deduction can be claimed for 
employee defalcations, IT-185R177 states as follows: 
 
“In cases where the allowable loss is already reflected in the reported income 
or loss of a business, for instance, where the losses are reflected in overstated 
expense accounts, the amount of reported income or loss will not have to be 
                                                 
175 Parkland Operations Ltd v. The Queen, [1991] 1 CTC 23, 90 DTC 6676 (F.C.T.D.). 
176 Draft Interpretation Note – Deductibility of Expenditure and Losses Arising from 
Embezzlement or Theft of Money at 7 - http://www.sars.gov.za/Legal/Preparation-of-
Legislation/Pages/Draft-Documents-for-Public-Comment.aspx - accessed 31 August 2013. 
177 Canadian Interpretation Bulletin – IT-185R (Consolidated) – Losses from Theft, Defalcation 
or Embezzlement - http://www.cra-arc.gc.ca/E/pub/tp/it185r-consolid/it185r-consolid-e.pdf - 
accessed 5 October 2013. 
81 
 
adjusted. In any other case, the allowable loss will usually be deductible in 
computing income of the year in which the loss is discovered.” 
 
5.1.2 Australia 
The Australian rules in respect of the income tax deductibility of theft, losses or 
embezzlement by employees is section 25.45 of the Income Tax Assessment 
Act 1997 (ITAA 97) which specifically provides a deduction for a loss incurred 
by a taxpayer through theft, stealing, embezzlement, larceny, defalcation or 
misappropriation by an employee or agent of the taxpayer. The section reads 
as follows178: 
 
“Loss by theft etc.  
You can deduct a loss in respect of money if:  
(a)  you discover the loss in the income year; and  
(b) the loss was caused by theft, stealing, embezzlement, larceny, defalcation or  
misappropriation by your employee or agent (other than an individual you 
employ solely for private purposes); and  
(c) the money was included in your assessable income for the income year, or for  
an earlier income year. “ 
 
The loss must be in respect of money which has been included in the 
taxpayer’s assessable income and must be discovered in the income year in 
which the deduction is claimed. However, a loss caused by the board of 
directors, partner and/or shareholders acting as the mind and will of the 
company is not considered a loss resulting from the actions of an employee or 
agent and is therefore not deductible under section 25.45 (EHL Burgess179).  
 
A loss caused by employee defalcations that is not deductible under section 
25.45 of the ITAA 97 may still be deductible under the general deduction 
provision (section 8.1 ITAA 97), provided that the loss caused by the relevant 
criminal action represents the kind of casualty, mischance or misfortune which 
                                                 
178 Australian Income Tax Assessment Act 1997 - Sect 25.45 - http://www.austlii.edu.au/au/ 
legis/cth/consol_act/itaa1997240/s25.45.html - accessed 25 November 2013. 
179 EHL Burgess Pty Ltd v FC of T 88 ATC 4517. 
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is a natural or recognised incident of a particular trade or business. Section 8.1 
reads as follows180: 
 
“General deductions  
(1) You can deduct from your assessable income any loss or outgoing to the 
extent that:  
(a)  it is incurred in gaining or producing your assessable income; or  
(b)  it is necessarily incurred in carrying on a business for the purpose     
       of gaining or producing your assessable income.”  
 
“(2) However, you cannot deduct a loss or outgoing under this section to the    
       extent that:  
       (a)  it is a loss or outgoing of capital, or of a capital nature; or  
       (b)  it is a loss or outgoing of a private or domestic nature; or  
       (c)  it is incurred in relation to gaining or producing your exempt income or 
your non-assessable non-exempt income; or  
       (d)  a provision of this Act prevents you from deducting it.”  
 
 
“(3)  A loss or outgoing that you can deduct under this section is called a general 
deduction.“ 
 
In considering a deduction at general law, it has been held that a loss caused 
by the proprietor of a business (e.g. a partner) or a person in the position of a 
proprietor is not deductible under section 8.1 (Ash’s181 case). 
 
The Australian Tax Office (ATO) has also issued two Interpretive Decisions 
(ATO ID) regarding losses due to employee defalcations which are discussed 
briefly below. It is noted that an ATO ID provides the following level of 
protection to a taxpayer182:  
 
                                                 
180 Australian Income Tax Assessment Act 1997 - Sect 8.1 - http://www.austlii.edu.au/au/legis/ 
cth/consol_act/itaa1997240/s8.1.html - accessed 25 November 2013. 
181 C of T (NSW) v Ash (1938) 61 CLR 263 at 277; (1938) 5 ATD 76; (1938) 1 AITR 447. 
182 ATO ID 2010/207, Deductions and expenses: reimbursement to trust account of stolen trust 
monies - http://law.ato.gov.au/atolaw/view.htm?dbwidetocone=06%3AATO%20Interpretative 
%20Decisions%3ABy%20Topic%3AIncome%20Tax%3ADeductions%3Atheft%20and%20mis
appropriation%20of%20funds%3A%2304900207%23ATO%20ID%202010%2F207%20%20De
ductions%20and%20expenses%26c%20reimbursement%20to%20trust%20account%20of%20
stolen%20trust%20monies%3B - accessed 18 November 2013. 
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“If you reasonably apply this decision in good faith to your own circumstances 
(which are not materially different from those described in the decision), and 
the decision is later found to be incorrect you will not be liable to pay any 
penalty or interest. However, you will be required to pay any underpaid tax (or 
repay any over-claimed credit, grant or benefit), provided the time limits under 
the law allow it. If you do intend to apply this decision to your own 
circumstances, you will need to ensure that the relevant provisions referred to 
in the decision have not been amended or repealed. You may wish to obtain 
further advice from the Tax Office or from a professional adviser.” 
 
An ATO ID can thus be considered to be on a similar standing to an 
Interpretation Note or a Binding Ruling issued by SARS.  
 
a) ATO ID 2010/207183 
Income Tax - Deductions and expenses: reimbursement to trust account 
of stolen trust monies  
 
This decision, dated 10 November 2010, confirms that the reimbursement to a 
trust of stolen trust monies held for disbursement to clients is deductible under 
section 8-1 of the ITAA 1997.  
 
The reason for the decision noted by the ATO was that the loss of monies by 
theft required the real estate agency to make good the loss, in keeping with its 
obligations to clients under the trust. Such a reimbursement to the trust was 'a 
natural or recognized incident' of the real estate business and constituted a 
loss incurred in gaining or producing its assessable income or, alternatively, 
necessarily incurred in carrying on a business for the purpose of gaining or 
producing its assessable income. 
In support of this decision, the ATO ID quoted the case of Charles Moore184 
where the High Court held that, as the daily banking of takings by a department 
                                                 
183ATO ID 2010/207, Deductions and expenses: reimbursement to trust account of stolen trust 
monies - http://law.ato.gov.au/atolaw/view.htm?dbwidetocone=06%3AATO%20Interpretative 
%20Decisions%3ABy%20Topic%3AIncome%20Tax%3ADeductions%3Atheft%20and%20mis
appropriation%20of%20funds%3A%2304900207%23ATO%20ID%202010%2F207%20%20De
ductions%20and%20expenses%26c%20reimbursement%20to%20trust%20account%20of%20
stolen%20trust%20monies%3B - accessed 18 November 2013. 
184 Charles Moore & Co (WA) Pty Ltd v. FC of T (1956) 95 CLR 344; (1956) 11 ATD 147; 
(1956) 6 AITR 379. 
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store (i.e. after the income has been produced) was an ordinary part of its 
income-producing activities, the loss of the takings by armed robbery en route 
to the bank was deductible as a loss incurred in gaining or producing 
assessable income. This Court had referred to the following statement by Rich 
J in Ash’s185 case:  
“There is no difficulty in understanding the view that involuntary outgoings and 
unforeseen or unavoidable losses should be allowed as deductions when they 
represent that kind of casualty, mischance or misfortune which is a natural or 
recognized incident of a particular trade or business the profits of which are in 
question. These are characteristic incidents of the systematic exercise of a 
trade or the pursuit of a vocation.” Emphasis added. 
 
The ATO ID also noted regarding a capital versus revenue deduction that: 
“The Court in Charles Moore held (at CLR 351) that the loss was not on capital 
account: 'we are here dealing with a loss incurred in an operation of business 
concerned with the regular inflow of revenue, not with a loss of or concerning 
part of the ‘profit yielding subject’.” 
 
b) ATO ID 2002/347186 
Income Tax - Embezzlement  / fraud / defalcation by partner 
This decision, issued on 14 March 2002, confirms that a loss incurred by a 
partnership through fraud by its partner is not deductible under section 8-1 of 
the ITAA 1997.  
The ATO ID supports this view by referring to Ash’s187 case wherein a solicitor 
sought to deduct an instalment paid under a covenant to make good 
misappropriation by his former partner of moneys belonging to clients of the 
firm. The High Court of Australia held that the payment was not deductible as 
                                                 
185 C of T (NSW) v Ash (1938) 61 CLR 263 at 277; (1938) 5 ATD 76; (1938) 1 AITR 447. 
186ATO ID 2002/347, Embezzlement/fraud/ defalcation by partner - 
http://law.ato.gov.au/atolaw/view.htm?dbwidetocone=05%3AATO%20Interpretative%20Decisi
ons%3ABy%20Year%3A2002%3A300399%3A%230347%23ATO%20ID%202002%2F347%2
0%20Income%20tax%26c%20embezzlement%2Ffraud%2Fdefalcation%20by%20partner.%3B 
- accessed 18 November 2013. 
187 C of T (NSW) v Ash (1938) 61 CLR 263 at 277; (1938) 5 ATD 76; (1938) 1 AITR 447. 
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the liability to repay was of a capital nature as the risk of dishonesty by a 
partner is not an inherent risk in carrying on the partnership business.  
The ATO ID noted that the court in Ash's case drew distinctions between the 
defalcations by a partner and those of an employee where Latham CJ stated at 
273 - 274:  
“... purloinings by office boys and thefts by shop employees should, prima 
facie, be allowed as deductions. They may be shown to be incidental to, and 
perhaps inevitable in, the operations which produce income.  
But the case is different when income is actually received and then misapplied 
by the proprietor of a business or person in the position of such a proprietor, 
as, for example, the manager of a company.“ 
As a result of the above, the ATO ID notes that: 
“In the Commissioner's view, the loss caused by the fraudulent partner does 
not represent the kind of casualty, mischance or misfortune which is a natural 
or recognised incident of a professional partnership… The defalcations by a 
partner are in a different class from theft by employees. We consider the risk 
that a partner will abuse their position and make fraudulent out of pocket 
expense claims is not a natural or recognised incident of conducting business 
through the partnership.“ 
 
The ATO therefore accepts that employee defalcations are allowable as a 
deduction where juniors are involved but not partners / owners. The finding by 
the court in Ash’s case that defalcations by a manager is also not allowable as 
a deduction should be considered in context. The manager referred to there is 
one that could be considered as the proprietor (similar to C of T (NSW) v Ash 
noted earlier) and it is submitted would not apply to large corporations which 
are publicly held. Usually smaller entities are owner managed and thus in 
essence such managers could be the owners themselves or even related to 
such owners. Publicly held companies generally have clear distinctions 
between owners / shareholders and senior employees, with the former almost 
always not being involved in the day to day activities of the business. The 
senior employees are entrusted to run the organisations in the best interest of 
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their owners / shareholders. Therefore, it is most likely that defalcations by 
senior employees in small business will be disallowed as a deduction whilst 
senior employees in large corporates will be granted a deduction provided 
these senior employees are not shareholders in the business.  
 
 
5.1.3 New Zealand 
The New Zealand Income Tax Act provides for a deduction of employee and 
supplier defalcations under provision DB 42188 which reads as follows: 
 
“DB 42 Property misappropriated by employees or service providers 
When this section applies 
(1) This section applies when— 
(a) a person carries on a business; and 
(b) an employee of the business, or a person who provides services to the 
business, misappropriates property; and 
(c) no other provision of this Act allows the person who carries on the 
business a deduction for the loss resulting from the misappropriation. 
Exclusions 
(2) This section does not apply when a person who misappropriates property 
is associated with the person who carries on the business. 
Deduction 
(3) The person is allowed a deduction for the loss that they incur in the 
course of the business as a result of the misappropriation of the 
property. 
 
 
                                                 
188 New Zealand Income Tax Act 2007 No. 97 - http://www.legislation.govt.nz/act/public/ 
2007/0097/latest/DLM1513689.html - accessed 25 November 2013. 
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Timing of deduction 
(4) The deduction is allocated to the income year in which the loss is 
ascertained, or in 1 or more earlier years if, in the circumstances, the 
Commissioner considers it would be fair. 
Link with subpart DA 
(5) This section supplements the general permission and overrides the capital 
limitation. The other general limitations still apply.” 
 
In Case J24 v Commissioner of Inland Revenue189 one of the issues taken on 
appeal was relating to employee theft. The taxpayer in the case had agreed 
with the Commissioner that an allowance of 1.5% of sales was reasonable for 
for wastages, breakages and theft. The taxpayer also agreed the theft item 
was both for public theft, such as people stealing money left out in milk bottles, 
and for theft by milk boys in the course of their employment.190  
 
As a result of unexplained deficiencies in the taxpayer's assessable income, he 
wished to reopen the theft issue. The taxpayer was of the view that those 
deficiencies were only explainable by way of increasing the amount allowed for 
theft by milk boys. The judge however did not accede to that proposition on the 
basis that the taxpayer did not discharge the onus of proof of showing that the 
Commissioner did not allow the objection in full. As the taxpayer was limited to 
the initial grounds in his objection of an allowance of 1.5% for wastages, 
breakages and theft which the Commissioner had subsequently allowed, there 
was no more the judge was able to do in terms of the Income Tax Act 1976191. 
The taxpayer had therefore failed on administrative grounds. The judge 
however did find the appellant to be an honest witness and agreed that the 
theft by the milk boys could very well be a substantial amount as he stated 
further192:  
  
“I do not find thefts of that magnitude extraordinary having regard to other milk 
vendor cases I have considered. The lack of a proper auditing system and 
                                                 
189 [1986] NZTRA 17; (1987) 9 NZTC 1,140; (1986) 10 TRNZ 447. 
190 Ibid at 7. 
191 Ibid at 7. 
192 Ibid at 9. 
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supervision of milk boys by milk vendors can result in substantial losses from 
thefts.” 
 
In Case K6 v Commissioner of Inland Revenue193, a case with similar facts to 
Case J24 above, the judge here held that the taxpayer was entitled to an 
increased deduction as a result of theft by milk boys as the taxpayer had 
discharged the onus of proof.  
 
From these cases it can be noted that the New Zealand income tax legislation, 
as a minimum, allows for the deduction of theft by junior employees. It is 
submitted that the reason for the deduction is as a result of the close 
connection of such losses to the business activities being carried on by a 
taxpayer.  
 
But what of theft, fraud or embezzlement by senior employees? Provision DB 
43194 in the New Zealand Income Tax Act reads as follows:  
 
“DB 43 Making good loss from misappropriation by partners 
When this section applies 
(1) This section applies when a person carrying on a business in partnership 
pays an amount to make good a loss that arises from a partner, other than 
the person or the person’s spouse, civil union partner, or de facto partner, 
misappropriating property that— 
(a) belongs to another person who is neither a partner in the partnership                 
nor the spouse, civil union partner, or de facto partner of a partner; and 
(b) is received in the course of the business either by the partnership or 1 or 
more of its partners. 
Deduction 
(2)  The person is allowed a deduction for the amount if the person is under a 
legal liability to make good the loss. 
                                                 
193 [1987] NZTRA 43; (1988) 10 NZTC 129; (1987) 11 TRNZ 373. 
194 New Zealand Income Tax Act 2007 No. 97 - http://www.legislation.govt.nz/act/public/2007 
/0097/latest/DLM1513691.html - accessed 25 November 2013. 
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Timing of deduction 
(3)  The deduction is allocated to the income year in which the amount is paid. 
Link with subpart DA 
(4) This section supplements the general permission and overrides the capital 
limitation. The other general limitations still apply.” 
 
DB 43 therefore allows a deduction as a result of misappropriation by a fellow 
partner to the partner who has a legal liability to make good the loss. 
 
Looking at all types of employee defalcations, an article195 by a PwC tax 
director in New Zealand stated as follows:  
 
“The basic rule is that a deduction is allowed for a loss suffered by a business 
when an employee misappropriates property [it is submitted that this deduction 
relates to DB 42]. The deduction to a business for misappropriation by an 
employee is allowed where no other provision of tax law allows a deduction. If 
the item misappropriated has already been claimed as a deduction by a 
business, a second deduction is not available. The deduction is allowed in the 
income year in which the loss is ascertained (ie not necessarily when the 
misappropriation happened) or in an earlier income year, or years, if the IRD 
[Inland Revenue Department] considers this to be fair. 
 
If the property is something other than money, the deduction is limited to the 
lesser of the cost of the asset or the net book value [it is submitted that this 
interpretation is derived from DB 42 which states that the deduction is for the 
loss incurred in the course of business].” 
 
S’ng however notes the following situations where no deduction is allowed:  
 
“1. The employee who has misappropriated is; 
a. a relative of the business owner; or 
b. an associated person of a company owning the business; or 
c. a relative of an associated person of a company owning; or 
                                                 
195 Ping S’ng, They’ve taken the kitchen sink as well? (2009), Waikato Business News, 15 July 
- 15 August 2009. 
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2. The person who misappropriated the property is the settlor or a beneficiary 
of a trust that owns the business.” 
 
Similar to Canada and Australia, New Zealand is reluctant to allow a deduction 
of senior employee defalcations where such employee has an ownership 
interest in the business. 
 
S’ng continued further stating that generally, a partner in a business is allowed 
a deduction for an amount paid to make good a loss that arises from another 
partner misappropriating a third party’s property. This deduction is allowed on 
the basis that the property misappropriated was received by the partnership in 
the course of its business and there is a legal liability to make good the loss. 
 
While a partner making good the loss is allowed a deduction, the 
misappropriating partner is allowed no such deduction. Any amount that the 
misappropriating partner pays back to the other partner is gross income of the 
other partner in the year received. 
 
 
5.1.4 India 
In an article196 dealing with employee defalcations, Krishnan notes that the 
provisions of section 28 of the Indian Income Tax Act deal with income 
chargeable to tax under the heading "Profits and Gains of Business or 
Profession" and section 29 indicates that the income referred to in section 28 
shall be computed in accordance with the provisions contained in sections 30 
to 43D of the said Act. 
 
Krishnan states that section 37(1) of that Act is a specific provision where a 
deduction is provided for any expenditure laid out or expended wholly and 
exclusively for the purpose of the business. In addition to this deduction, a 
general provision has been made in section 28(i) read with section 29 of that 
Act for the determination of "profits and gains of any business or profession" 
                                                 
196 S Krishnan [CA India], Taxation - Loss by Embezzlement or Through Defalcation - 
http://www.manupatrafast.com/articles/PopOpenArticle.aspx?ID=96abd7cd-a576-4c30-af9b-
111c6fcacf4b&txtsearch=Subject:%20Direct%20Taxation - accessed 18 November 2013. 
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carried on by the taxpayer "in accordance with the provisions contained in 
sections 30 to 43D". In arriving at the figure of profits and gains in a 
commercial sense, business expenditure of all types, whether specifically 
provided for or not, may be deducted under section 28(i) itself. Therefore an 
amount would be deductible under section 28(i) only where it is an expenditure 
connected with or arising out of trade or is a commercial loss. The relevant 
sections are reproduced below197: 
 
“Profits and gains of business or profession. 
28. The following income shall be chargeable to income-tax under the head 
‘Profits and gains of business or profession’,— 
(i) the profits and gains of any business or profession which was carried on  
    by the assessee at any time during the previous year ;…” 
 
“General. 
37. (1) Any expenditure (not being expenditure of the nature described in 
sections 30 to 36 and not being in the nature of capital expenditure or 
personal expenses of the assessee), laid out or expended wholly and 
exclusively for the purposes of the business or profession shall be 
allowed in computing the income chargeable under the head ‘Profits 
and gains of business or profession’.” 
 
Therefore, as section 37(1) deals with expenditure only and not losses as well, 
a taxpayer in India will have to revert to section 28(i) in order to claim losses 
that result from employee defalcations.  
 
A profit can be defined as follows198:  
“The return received on a business undertaking after all operating expenses 
[and losses] have been met.” 
 
A gain can be defined as follows199: 
“To secure as profit or reward; earn” 
 
                                                 
197 Indian Income Tax Act, 1961 (43 of 1961) - http://www.intaxinfo.com/pdf/law_by_country 
/India/Income%20Tax%20Act%201961%20(en).pdf - accessed 25 November 2013. 
198 Profit - http://www.thefreedictionary.com/profit - accessed 27 November 2013. 
199 Gain - http://www.thefreedictionary.com/gain - accessed 27 November 2013. 
92 
 
It is therefore evident that the phrase “profits and gains” as contained in section 
28(i) can only be arrived at after considering any expenditure and/or losses 
incurred and is thus broader than the wording in section 37(1) and thereby 
enabling a deduction under the former section.  
Krishnan thereafter notes that one of the important court cases dealing with 
employee defalcations is the case of Badridas Daga200 wherein the Supreme 
Court observed that a business, especially one yielding taxable profits, has to 
be carried on through agents, cashiers, clerks etc. If the employment of 
persons are incidental to the carrying on of business, it must logically follow 
that any losses which are incidental to such employment are also incidental to 
the carrying on of the business. Being human, it is impossible to rule out the 
possibility of an employee taking advantage of his position within the business 
and misappropriating the funds of his employers, and the loss arising from 
such misappropriation must be held to arise out of the carrying on of business 
and to be incidental to it.  
 
Krishnan quotes a test formulated in the case of Gothamchand Galada v CIT 
[1961] 42 ITR 418 held in the Madras High Court wherein Rajagopalan J 
stated:  
"The test to apply in deciding whether a loss sustained by a businessman, 
when an employee of his embezzles funds left in the charge of that employee, 
constitutes a trading loss of the business of the employer, is whether the loss 
was incidental to the carrying on of that business. Was the employment of the 
employee in the normal course of that business and was it a normal incident of 
the conduct of that business? Was the entrustment of the funds of the 
employer to that employee in the normal course of the conduct of that 
business? Was the loss caused to the employer by the embezzlement by the 
employee incidental to that entrustment? These questions have to be 
answered from the view point of a prudent man of business. If these tests are 
satisfied then the loss would be a trading loss." Emphasis added. 
 
                                                 
200 Badridas Daga v CIT [1958] 34 ITR 10. 
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The Central Board of Direct Taxes issued a Circular201 wherein it clarified the 
legal position that a loss by employee defalcations should be treated as 
incidental to a business and this loss should be allowed as deduction in the 
year in which it is discovered.202 
 
Krishnan also notes that the courts do not require that the perpetrator be 
convicted of a crime, so long as the taxpayer claiming the deduction is able to 
prove that the loss has been incurred. In addition, the loss does not have to be 
claimed in the year of assessment incurred if not known in that particular year, 
as the loss can be claimed in the year it came to be known (Punjab High Court 
case203). 
 
Regarding a deduction relating to senior employee defalcations, Krishnan 
notes that if the defalcation took place under the direct ‘nose’ of management 
the loss will not be allowable as was held by the Kerala High Court in the case 
of Yoosuf204. 
 
Yoosuf’s205 case involved the appellant earning profits that were not brought 
into the books of account, nor disclosed in the returns filed in the original 
assessment proceedings. The appellant contended, inter alia, that the sum 
assessed was either taken by one of the directors, or distributed under his 
direction to some other persons and so the said unauthorised appropriation 
should be considered to be an embezzlement and therefore a business loss of 
the appellant and therefore not taxable. 
 
The court noted206 that income was clearly earned by the company and was 
assessable in its hands. It may be that one of the directors unauthorisedly 
appropriated it or diverted it but there was no evidence presented to show that 
the company and its officers were unaware of it. There was also no evidence to 
                                                 
201 Circular No. 35-D (XLVII-20) of 1965, F.No.10/48/65-IT(AI), Loss arising due to 
embezzlement – Whether it should be treated as incidental to business and should be allowed 
as deduction in the year in which it is discovered  -http://www.incometaxindiapr.gov.in/incom 
etaxindiacr/contents/CBDTFiles/Circulars/CBDTLaws/HTMLFiles/dtcdiv1_p248.htm - accessed 
29 November 2013. 
202 Ibid. 
203 Punjab Steel Stockholders Syndicate Ltd. v. CIT [1980] 125 ITR 519. 
204 Yoosuf Sagar Abdulla and Sons (P) Ltd. v. CIT [1990] 185 ITR 371. 
205 Ibid. 
206 Ibid at 5. 
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even show that any proceedings were taken against such unauthorised 
diversion of profit and it was equally clear that there was no reasonable chance 
of obtaining restitution of the amounts so unauthorisedly diverted by one of the 
directors. In light of these facts, there was no question of allowing any loss, as 
no loss has been incurred by the appellant. All that had happened was that one 
of the directors had appropriated the income earned. 
 
With the non-disclosure of income in the tax returns, Yoosuf’s207 case appears 
to be one of tax evasion and the court had seen clearly through the deception 
of the appellant thus finding that there was in fact no loss incurred by the 
appellant. It is therefore submitted, with respect, that there was no specific 
finding by the court in India that defalcations by senior employees are, as a 
general proposition, disallowed as a deduction in the hands of the employer. 
 
The overall test postulated by the Indian tax courts is whether the losses 
incurred by employee defalcations are incidental to the carrying on of the 
business, which is essentially the same as that postulated in PE Electric 
Tramways208. 
 
A high level summary of the findings from the different countries dealing with 
senior employee defalcations for a comparison to SARS view are tabled below: 
Table C: Summary of foreign precedence 
Country Findings 
Canada IT-185R209 notes defalcations by owners or shareholders 
are not deductible. 
 
Australia 
ATO ID 2002/347210 notes that reimbursements due to 
theft from trust accounts are deductible whilst ATO ID 
2010/207211 notes that misappropriations by proprietors 
are not deductible. 
                                                 
207 Yoosuf Sagar Abdulla and Sons (P) Ltd. v CIT [1990] 185 ITR 371. 
208 PE Electric Tramway Co Ltd v CIR (1936) 8 SATC 13. 
209 IT-185R (Consolidated), Losses from Theft, Fraud or Embezzlement - http://www.cra-
arc.gc.ca/E/pub/tp/it185r-consolid/it185r-consolid-e.pdf - accessed 5 October 2013. 
210 ATO ID 2002/347, Embezzlement/fraud/ defalcation by partner - 
http://law.ato.gov.au/atolaw/view.htm?dbwidetocone=05%3AATO%20Interpretative%20Decisi
ons%3ABy%20Year%3A2002%3A300399%3A%230347%23ATO%20ID%202002%2F347%2
0%20Income%20tax%26c%20embezzlement%2Ffraud%2Fdefalcation%20by%20partner.%3B 
- accessed 18 November 2013. 
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Country Findings 
 
New Zealand 
DB 42212 allows a deduction except where the 
perpetrator is associated with the ‘owner’ whilst DB 43213 
allows a deduction where there is a legal liability to make 
good the loss. 
India Circular No. 35-D214 allows a deduction and notes that 
this should be treated as incidental to a business. 
 
 
In conclusion, the findings in the countries discussed above are generally very 
similar to the tests developed by the courts in South Africa. However, there is 
one important distinction in that the seniority of the employee is only 
considered not to be a loss associated with the taxpayer’s business to the 
extent that the employee has an ownership or shareholding in the business. If 
this is the case, then it can be accepted as a general proposition that such 
losses are not deductible as that senior employee is likely extracting profits in 
the business to which he is entitled. Essentially, the reserves in the company 
are being appropriated after the income has been earned. However, where that 
senior employee is not in an ownership or shareholding position, then it is 
submitted that generally, any loss via defalcations would be deductible as it is 
an inherent risk of the business. The distinction between seniority and 
ownership has also been acknowledged in company law as the Companies 
Act215 in section 76 codifies director’s fiduciary duties, inter alia, as follows: 
 
o act in good faith and for a proper purpose; 
                                                                                                                                             
211 ATO ID 2010/207, Deductions and expenses: reimbursement to trust account of stolen trust 
monies - http://law.ato.gov.au/atolaw/view.htm?dbwidetocone=06%3AATO%20Interpretative 
%20Decisions%3ABy%20Topic%3AIncome%20Tax%3ADeductions%3Atheft%20and%20mis
appropriation%20of%20funds%3A%2304900207%23ATO%20ID%202010%2F207%20%20De
ductions%20and%20expenses%26c%20reimbursement%20to%20trust%20account%20of%20
stolen%20trust%20monies%3B - accessed 18 November 2013. 
212 New Zealand Income Tax Act 2007 No. 97 - http://www.legislation.govt.nz/act/public/ 
2007/0097/latest/DLM1513689.html - accessed 25 November 2013. 
213 New Zealand Income Tax Act 2007 No. 97 - http://www.legislation.govt.nz/act/public/2007 
/0097/latest/DLM1513691.html - accessed 25 November 2013. 
214 Circular No. 35-D (XLVII-20) of 1965, F.No.10/48/65-IT(AI), Loss arising due to 
embezzlement – Whether it should be treated as incidental to business and should be allowed 
as deduction in the year in which it is discovered  -http://www.incometaxindiapr.gov.in/incom 
etaxindiacr/contents/CBDTFiles/Circulars/CBDTLaws/HTMLFiles/dtcdiv1_p248.htm - accessed 
29 November 2013. 
215 No.71 of 2008. 
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o has a duty to act in the best interests of the company; 
o has a duty to exercise care, skill and diligence; and 
o has a duty to avoid conflicts of interest. 
 
It is submitted that this codification is required where directors are independent 
of ownership as it is inherent for an owner to act in his / her best interest at all 
times and not be governed by statute to ensure boda fide performance of 
duties. If there was no inherent risk of defalcations by senior employees then 
there would also be no need for such codification. Thus, the codification is 
confirmation that employers are not protected from the expectation that senior 
employees are engaged to manage the business and not embezzle its funds. 
 
The approach of SARS216 that embezzlement and theft by senior managers is 
not a risk inseparable from business (adopted from Lockie Bros217) appears to 
be out of sync with its global counterparts. The findings above from Canada, 
Australia, New Zealand and India suggest the only where the senior manager 
is associated with proprietorship or shareholding would losses due to 
defalcations be generally disallowed. Based on the increased global incidents 
of fraud as well as senior employee behaviour noted in South African criminal 
cases, this would appear to be the more appropriate test to apply. 
 
Interestingly, the countries above also allow for the deduction of the loss either 
in the year it was fraudulently expensed or in the year in which it was 
discovered. South Africa however limits the deduction to the year in which the 
defalcation was committed and not in a later year if discovered 
subsequently218.  
 
 
 
 
 
                                                 
216 Draft Interpretation Note – Deductibility of Expenditure and Losses Arising from 
Embezzlement or Theft of Money at 7 - http://www.sars.gov.za/Legal/Preparation-of-
Legislation/Pages/Draft-Documents-for-Public-Comment.aspx - accessed 31 August 2013. 
217 Lockie Bros Ltd v CIR (1922) 32 SATC 150. 
218 Draft Interpretation Note – Deductibility of Expenditure and Losses Arising from 
Embezzlement or Theft of Money at 9 - http://www.sars.gov.za/Legal/Preparation-of-
Legislation/Pages/Draft-Documents-for-Public-Comment.aspx - accessed 31 August 2013. 
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CHAPTER 6 
 
6.1 Conclusion  
Employee defalcations are accepted risks in doing business today, whether it 
be within South Africa or beyond our borders. From the global surveys 
performed by some of the Big 4 accounting firms, South Africa can be noted as 
having amongst the highest employee defalcation percentages in the world. 
Whilst SARS219 accepts that the test for deductibility is whether in the 
taxpayer’s type of business the risk of embezzlement or theft is a recognisable 
hazard, and is thus considered inseparable from and inherent in the business, 
SARS is not prepared to accept as a general proposition that senior employee 
defalcations are deductible. 
 
It is submitted that the tests postulated by the courts and adopted by SARS are 
still valid, however the economic environment has changed significantly 
enough to result in a different answer from some of the earlier court decisions 
wherein the taxpayer was disallowed a deduction relating to senior employee 
defalcations.  
 
This change in economic environment can be evidenced by Figures 1 and 2 in 
Chapter 2 showing that employee defalcations in South Africa remain high 
when compared to its global counterparts. In addition Figures 4 and 5 also in 
Chapter 2 show that senior employee defalcations, on a global scale, have 
been increasing over the years.  
 
Further, Chapter 3 has considered criminal cases in South Africa involving 
senior employees in the private and public sectors and the behaviours of these 
individuals include deceit, bribery, non-disclosure, misrepresentation, 
corruption and fraud. As a result of this behaviour, it is submitted that there is 
no reasonable grounds to defend an argument that senior employee 
defalcations are not an inherent risk in doing business in South Africa. 
 
                                                 
219 Draft Interpretation Note – Deductibility of Expenditure and Losses Arising from 
Embezzlement or Theft of Money at 7 - http://www.sars.gov.za/Legal/Preparation-of-
Legislation/Pages/Draft-Documents-for-Public-Comment.aspx - accessed 31 August 2013. 
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As a result of the findings in Chapters 2 and 3, it can be noted that SARS220 is 
in fact turning a blind eye to the inherent risk of theft, fraud and embezzlement 
by senior employees.  
 
To assist a taxpayer in providing evidence that senior employee defalcations 
are an inherent risk in their business, Chapter 4 had considered the tests 
developed by the courts in order to do this. The court decisions dealing 
specifically with employee defalcations have not been harmonious but there 
are some valid tests developed in cases dealing with other matters in terms of 
the general deduction formula that have come before the courts to assist a 
taxpayer with this evidence. These include the tests of “closeness of the 
expenditure or loss” and that of being an ‘inevitable concomitant’ postulated in 
PE Electric Tramway221 and Joffe & Co.222 respectively. The findings discussed 
above in Chapters 2 and 3 will greatly assist a taxpayer in satisfying these 
tests and discharging the onus of proof in terms of the TA Act.  
 
As a final consideration to assist the taxpayer, Chapter 5 looked at 
international precedence. The countries discussed in this chapter generally 
allow all senior employee defalcations as a deduction except to the extent that 
the perpetrator is a shareholder or proprietor. The reason for this distinction is 
that the shareholder or proprietor would be appropriating profits after they have 
been earned and not misappropriating funds in the production of the taxpayer’s 
income. This proposition, it is submitted, cannot be faulted. 
 
In light of these findings, it is recommended that National Treasury insert a new 
section into the Act, similar to Australia or New Zealand, which allows senior 
employee defalcations as a deduction and include an exception for when these 
are as a result as of shareholders or proprietors. Alternatively, SARS should 
align its interpretation of the Act with that of its foreign counterparts to allow, as 
a general proposition, a deduction for theft, fraud or embezzlement by senior 
employees. 
 
                                                 
220 Draft Interpretation Note – Deductibility of Expenditure and Losses Arising from 
Embezzlement or Theft of Money at 7 - http://www.sars.gov.za/Legal/Preparation-of-
Legislation/Pages/Draft-Documents-for-Public-Comment.aspx - accessed 31 August 2013. 
221 PE Electric Tramway Co Ltd v CIR (1936) 8 SATC 13. 
222 Joffe & Co (Pty) Ltd v CIR (1946) 13 SATC 354. 
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